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BANK FOR INTERNATIONAL 


SETTLEMENTS' 
By K. P. VAN DER MANDELE 


HE functions of the Bank for 
International Settlements are of 
a twofold character. It is to 


a clearing house for the reparations 
ayments of Germany and in this 
spect it takes over the task of which 
e Agent General for Reparations Pay- 
ts has acquitted himself in such 
iremarkable way. On the other hand 
._ I. S. is meant to be an institution 
functions of which are partly 
e of a Central Bank and in another 
pect those of an ordinary bank. 
his article is primarily concerned 
he second set of functions, but 

is evident that the activities of the 
B.1.S.can not be considered separately. 
for the banking functions could not 
| ‘rcised if the B. I. S. did not 
erate as a clearing house for the 
nts of Germany to her creditors, 
nversely the payment and transfer 


men 


+ 


CX¢ 


s article was written prior to the publication 
tes of the Bank; foot-notes have been added 
the report of the Baden-Baden 


etat 
a 
ent 


ence 


of the sums Germany owes will in a 
large degree only be made possible 
because the B. I. S. is authorised to 
make advances to Central Banks. 

There seems to exist no little con- 
fusion as to the exact character of the 
B. I. S. itself. It is often spoken of 
as a Central Bank or rather as a 
Central Bank of Central Banks. It 
must be admitted that the report of 
the Committee of Experts is up to a 
certain extent responsible for this mis- 
conception. It is stated in paragraph 
6 C of the report, that the “‘use of the 
Bank’s credit by Central Banks within 
moderate limits, and over short periods, 
may in time become a normal function 
scarcely different in its exercise from 
the use of Central Bank credit by 
banks and bankers.” 

This may be quite right, but even 
this does not justify the identification 
of the B. I. S. with a Central Bank, in 
the sense of a Bank of Issue. This 
the Bank is not and can not be, because 
it has no power to create money or 
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credit in a direct way. This will 
be easily understood if one realises 


that the B. I. S. is deprived of the 
privilege of having a territory exclu- 
sively assigned to it, where the Bank’s 
money is the legally protected cir- 
culating medium and ultimate cur- 
rency reserve.’ 

It is true that the Bank, upon the 
specific decision of the Board by a 
two-thirds vote, will be entitled to 
issue its own obligations for the purpose 
of relending to any Central Bank, but 
this is the only instance in which the 
Bank, upon its own initiative, creates 
the funds necessary for granting credits. 
Still there is a great difference between 
a Central Bank, making a loan and 
paying it with its own freshly created 
money, and the B. I. S., which can 
only make such a loan provided idle 
funds can somewhere be found, which 
somebody is willing to invest in the 
obligations of the Bank. 

It can therefore be mentioned as a 
general rule that the Bank can not 
create money, and consequently the 
scope of its credit functions is neces- 
sarily limited by the funds it will 
have at its disposal (as the experts 
themselves rightly state). 

The B. I. S. is, therefore, only a 
Central Bank in the sense of a Bankers’ 
Bank. For it follows from the experts’ 
recommendations that the banks, more 
particularly the Central Banks, will 
be its principal clients; not in virtue 
of a dependency of the Central Banks 
upon the Bank’s credit facilities, which 
in fact does not exist, but rather in 
this respect, that the Bank, within the 
scope of its activities as a lending insti- 
tution, is dependent upon the volume 
of deposits from the Central Banks. 


The statutes of the B. I. S. drafted at the Baden- 
Baden Conference make clear that the B. I. S. is 
t given the power to issue bank-notes. 
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The Business Functions of the Bank 


In order to get a more or less clear 
idea of the future business of the 
Bank for International Settlements. 
a skeleton balance sheet of the Bank 
may be drawn up from the report of the 
Committee of Experts and its annexes. 

As may be gathered from this balance 
sheet, the activities of the B. I. S. 
especially as a lending institution, 
assume an enlarged scope in the case 
of transfer postponement. 

It seems appropriate first to con- 
sider the Bank’s business under normal 
conditions, i.e., when Germany is regu- 
larly fulfilling her obligations. As the 
Bank’s lending capacity is almost 
entirely dependent upon its own re- 
sources and its deposits, the liabilities 
side of this outline balance sheet 
may be reviewed from this point of view 
especially. Upon examination of the 
various items it soon becomes apparent 
that some of them are of no value fo 
the credit business of the B. I. S. 

This applies in the first place t 
the deposits on annuity trust account 
(subhead 3), to be paid by Germany in 
foreign currencies. ‘These amounts ar 
destined to be turned over to the 
creditor powers. They are 
by Germany in instalments and, as 
the B. I. S. will pay no interest on these 
deposits, it is likely that payment 
will not be effected until the amounts 
are due, and consequently the balance 
in this account will be negligible. 

The same holds good for the deposits 
on clearing account (subhead 4). ‘This 
item repres2nts deposits in gold fron 
Central Banks, either in vaults 
under earmark for the Bank’s account 
in Central Banks. This gold 
must be reserved by the B. I. S. exclu- 
sively for the purpose of effecting 
settlements among the Central Banks 


payable 


wmonrre ra rr ge ~m rrrrrrme ee 
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OUTLINE OF BALANCE 


Assets 
- Gold in vaults or on deposit with 
~ Central Banks, earmarked in the name 
the B. I. S. 


Advances to Central Banks on gold 


as collateral 
Deposits with Central Banks 


,. Cheques and Bills of Exchange 
Discounts, of bills, taken from port- 
s of Central Banks 


Loans to Central Banks, against collat- 
f 

bills as above 
b) other securities 


irities bought 


Credits opened to Central Banks, upon 
pproval of the Directors by a two- 


irds vote 
salance with Reichsbank in Marks 
r special purposes (payments for 


inistrative expenses, etc.) 


131 


SHEET OF THE B. I. S. 


Wie Ww 


Liabilities 


Capital, paid in, equivalent of 125,000,- 
000 Swiss Francs 
Legal reserve fund 
General reserve fund 
Special dividend reserve fund 
Deposits on annuity trust account 
Deposits on (gold) clearing account 
Deposits from Central Banks 

(a) on current account 

(b) on investment account 
Deposits from others 
Special deposit from France of M 500 
millions 
A non-interest-bearing special deposit 
of the German Government with “a 
maximum of M 100 millions (to ‘be 
kept during the first 37 years) 
A long-term, interest-bearing and 
profit-sharing deposit of Germany of 
M 400 millions, to aid Germany in 
paying the last 22 annuities 
Own obligations, at long or short 
term, secured or unsecured, for the 


purpose of relending to Central Banks 


Additional Items in Case of Transfer Postponement 


Deposit with the Reichsbank of non- 
ransferable Reichsmark funds 
Investments in Germany of same 


pecial deposit from France of 

) millions (subhead 7) also has a 
| destination. This amount has 
paid by France upon the trans- 
tponement coming into effect 
meant as a refund of the special 
ment to France of M 500 millions 
the unconditional annuity of M 
llions, in order to equalise the 
sayments to other creditors in 
transfer postponement. Con- 
ntly this deposit will be distrib- 
ro rata among the other creditor 
s soon as it is made and there- 


Il. 


12. 


Deposits from Germany in Reichsmark 
in the Bank’s Reichsbank account 
Counter obligations of the B. I. S. 
(issued against its investments in 
Germany), proceeds of which go to 
creditor powers. 


fore can not be used by the B. I. S. in 
its ordinary banking business. 

The remaining items, which indeed 
the B. I. S. may use for granting credits, 
are the following: 


I. The capital of 125 


millions (subhead 1) 


II. The reserves (subhead 2) 


(a) a legal reserve fund, maximum 
10% of paid-in capital, i.e., 
12.5 millions 


(b) a general reserve fund, maxi- 
mum 100% of the paid-in 
capital, 1.e., 125 millions 

(c) a special dividend reserve fund 


(not compulsory) 








III. The from Central Banks 
(subhead 5) 

IV. The deposits from others (subhead 6) 

V. The special German deposit of M 100 
millions (subhead 8), a non-interest- 
bearing guarantee fund, which Ger- 


many will be obliged to keep during 


; 
deposits 


the first 37 years 

VI. The non-compulsory long-term de- 
posit of Germany (subhead 9g) to be 
used to aid Germany in paying the last 
22 annuities and which has been made 
attractive to Germany by the special 
condition that she will participate 
to the extent of 25% in the surplus 
of the B. I. S., provided Germany 
deposits at least M 400 millions 

‘he proceeds of the own obligations 
of the B. 1. S. (subhead 10) to which 
reference has been made before and 
which proceeds will be reloaned to 
Central Banks. 


VII. 


These are the items at the disposal 
of the B. I. S. under normal conditions, 
when Germany is fulfilling the whole 
of her annuity obligations by paying in 
*‘devisen,”’i.e.,international commercial 
paper. 

It is clear that the magnitude of 
the Bank’s credit facilities largely de- 
pends on the volume of the deposits from 
Central Banks and from others, these 
being practically the only elastic items. 

It is said in paragraph V, subhead 4, 
of Annex I, that these deposits from 
others must originate in the exercise of 
the Bank’s functions in connection with 
the German annuities and must tend to 
facilitate such functions. ‘Therefore, it 
seems to be highly improbable that the 
B. 1. S. is entitled to accept deposits for 
the financing of some daring project of 
the character described in the much 
advertised passage in the report about 
the financing of projects in undeveloped 
countries. 

There are a few more reasons why 
one has to be rather sceptical about 
the possible volume of these deposits. 
The B. I. S. does not pay interest on 
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deposits lodged for a shorter period 
than one month; the demand deposits 
of the B. I. S. (up to 15 days) must be 
covered to the extent of 40% by gold 
and/or devisen and the time deposits 
for 25%,* which of course does not 
add to the earning power of the B. I. S. 
and consequently the Bank will oftey 
not be in a position to pay a competitive 
rate of interest. 

As to the deposits from Centra] 
Banks, the sponsors and the most 
important clients of the B. I. S., most 
of the Central Banks will probably 
not be in a position to deposit large 
sums with the B. I. S. unless the Bank 
Acts are amended in such a way that a 
balance with the B. I. S. may form 
part of the legal reserve. It is to be 
feared that, particularly in those coun- 
tries where devisen does not have this 
status, such a step is most unlikely. 
This is the crux of the whole matter. 
It is misleading to speak of the 
B. I. S. as a Central Banks’ Bank as 
long as a balance with the B. I. S. is 
not considered as good as gold. 

It is true that a Central Bank may 
send its gold to the B. I. S. and be 
credited on clearing account, and of 
course this gold forms part of the 
gold reserve of the Central Bank in 
question just as before, but this does 
not give it an additional reserve and 
does not strengthen the Central Bank’s 
position in any way. For this purpose 
it ought to be possible for a Central 
Bank to rediscount the paper out of its 
own portfolio with the B. I. S. and 
count the proceeds as legal reserve. 
If, under the existing circumstances, 
a Central Bank (e.g., the Bank of the 
Netherlands) wishes to increase its 
reserves via the B. I. S., it is obliged to 
withdraw the freshly created balance 





’The statutes of the B. I. S. do not prescribe 
a special cover for the deposits of the Bank. 





jevisen, for instance in dollars, 
rder to sell these dollars in the 
hange market. If the B. I. S. does 
have a sufficient dollar balance 
vailable, it is obliged either to ask 
New York correspondent, the Fed- 


| Reserve Bank, to grant it a dollar 

tel which may run counter to the 
oo sts of the American money mar- 
or to sell the newly acquired 
in ider bills, a course of action which is 


therlands Bank, which is just then 


gaged in counteracting the demand 
levisen against guilders. 


The Bank as a Source of Credit 


furning now to the other side of 
balance sheet, we are bound to 
in advance that the Bank is 
t much more limited in its scope 
ctivities than certain parts of the 
rt of the experts seem to suggest. 
paragraph § of the report, the 
rts state that they “envisaged the 
ibility of a financial institution that 
| be prepared to promote the 
ease of world trade by financing 
‘cts, particularly in undeveloped 
tries, which might otherwise not 
attempted through the ordinary 
ing channels,” and a little further 
ne can find the following statement: 
“We consider that by judicious non- 
mpetitive financial development the 
k should prove a useful instrument 
pening up new fields of commerce, 
upply and of demand, and will 
help to solve Germany’s special 
blem, without encroaching on the 
vities of existing institutions.” 
It seems to me that the importance 
these statements has been greatly 
‘aggerated, for we should not over- 
another remark in the report, 
.., that the B. I. S., in its transactions 
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with banks, bankers, corporations and 
individuals, is limited to its authorised 
functions which are summed up in 
detail shortly afterwards (Annex I, 
paragraph VI). 

The scope of these functions, in 
particular those concerning the credit 
business of the B. I. S., may be gathered 
by examining the pro forma balance 
sheet produced somewhat earlier. We 
must then arrive at the conclusion 
that under ordinary circumstances, i.e., 
when no transfer postponement auto- 
matically enlarges the activities of the 
B.1.S.,its attitude mustalmost entirely 
be a passive one, and that the Bank is 
largely dependent on the measure in 
which the Central Banks approach it 
for financial support. As the Central 
Banks remain responsible for the paper 
rediscounted at the B. I. S., it is not 
likely that they themselves will en- 
courage business of the more or less 
hazardous character described in the 
preceding paragraph, notwithstanding 
the knowledge that the B. I. S. may be 
backing them. 

Moreover, it seems highly improbable 
that the Central Banks will often feel 
inclined or obliged to turn to the B. I. S. 
for financial aid, for as a rule they are 
vested with sufficient powers to in- 
fluence the money market at home by 
contracting or extending the volume 
of credit. And it is far from certain 
that, in those cases where they might 
appear to be unable to master the 
situation, the B.I.S. will be in a position 
to solve the problems. As I pointed 
out above, even the necessary funds 
may be lacking. 

It is true that on its own initiative 
the B. I. S. is entitled to buy cheques, 
bills of exchange and long-term bonds, 
but it is clear that before bills of 
exchange are forthcoming, the project 
in question will no longer be in the 
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>) 


pioneer stage in which financial aid 
is most needed and which the experts 
must have had in mind when writing 
about the uplifting of undeveloped 
countries. As to the long-term bonds 
the B. I. S. is allowed to buy, it should 
be borne in mind that the Bank may 
not invest more than its own capital 
and reserves in this kind of securities, 
and consequently this class of business 
can not be of much importance. But 
the point I wish to emphasise most 
strongly is that the B. I. S. is at the 
mercy of its future creditors and is 
entirely dependent upon the volume 
of funds entrusted to it. 

However, even with many hundreds 
of millions at its disposal, the B. I. S. 
can not do more than invest capital, 
which otherwise would have found its 
way to the countries most in need of 
it, in a more direct way through the 
ordinary channels of credit, i.e., the 
international capital market, which is 
fully equipped to fulfill this delicate 
task to the benefit of lenders and 
borrowers alike. 

It is, therefore, very likely that the 
B. I. S. as a bank (not as a transfer 
agent, of course) will lead a more or 
less languid existence, but its activities 
will be multiplied in case of transfer 
postponement. For from that moment 
the instalments paid by Germany will 
accumulate in the Marks account of 
the B. I. S. with the Reichsbank and 
will automatically be used to lighten 
the burden laid on Germany. Auto- 
matically, for though it is expressly 
stated in the report that these funds 
are to be used for investment in 
Germany, priority being given to the 
financing of deliveries in kind, the 
beneficial influence on Germany of 
the transfer postponement is not de- 
pendentonsuchemployment. As soon 
as this postponement becomes effec- 
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tive, the Reichsbank is relieved of the 
necessity of contracting the credit 
market in Germany, which it should 
have been obliged to do if the transfer 
had not been postponed; for in that 
case the Reichsbank would have been 
compelled to counteract the influence 
of the transfer on the rate of exchange 
on Berlin by selling devisen, i.e., by a 
contraction of the money market. — 

On the other hand, the transfer 
postponement and consequently the 
investment in Germany of non-trans- 
ferable funds should not be considered 
as a pouring of fresh capital funds into 
Germany. ‘The amounts otherwise to 
be paid and transferred by Germany 
are allowed to be kept there—that is 
all that can be said. The importance 
of these provisions should not be 
minimized: even the diverting of a 
disastrous evil is an accomplishment 
of the first order. 

For the sake of completeness I should 
also mention here the counter obligation: 
of the B. I. S. (balance sheet subhead 
12) which the Bank is allowed to issue 
against its investments in Germany, 
the proceeds of which go to the credi- 
tor powers. ‘This faculty of the B.I.S. 
must make it possible to satisfy the 
war-debt claims of the creditors of 
Germany by shifting the burden of 
the transfer postponement from the 
powers concerned to the international 
capital market. By this procedure 
the investments in Germany, which 
hitherto had been financed by the 
creditor governments, are turned over 
to private capitalists. 


Mobilisation of the German Debt 


in the 


There is one other point in U 
experts’ recommendations in which the 
B. I. S. is bound to play an important 
part and in which the banking commu- 
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all over the world must be hi ly 
terested, i.e., the commercialisat on 
od mobilisation of the German debt. 
As to the commercialisation, this 
tainly is not an invention of the 
Young Committee, for the same thing 
been going on for years. The 
Germany has been fulfilling her 
bligations under the Dawes plan, by 
rrowing anew for all kinds of pur- 
ses, is in fact nothing else but the 
nversion of her political debt into a 
mmercial debt. As long as Ger- 
iny’s credit is not damaged by 
omic or political disturbances 
ind the capital funds in the world in 
general are adequate, the same process 
| continue under the Young plan. 
Whether by so doing Germany is 
t piling up an intolerable burden is 
matter which in all probability 
pends in the first place on the 
luctiveness of the capital thus 
oaned to Germany. 
[he mobilisation of the German 
however, is certainly a new 
ture in the settlement between Ger- 
any and hercreditors. For Germany 
is not much more than a juridical 
tter, at least as far as the uncon- 
mal annuity of M 660 millions 
oncerned. Economically speaking, 
loes not make any difference to 
whether she pays this annuity on 
nuity trust account or to the holders 
i the mobilised obligations. 
[t is true that with the consent of 


Germany the remaining part of the 
nnuity can also be mobilised, but 
the night given to Germany to postpone 


transfer and payment of this con- 
ditional part also applies to the cou- 
ns of this part of the capitalised 
ebt. Still, it is no small matter to 
repudiate an ordinary obligation, and 
therefore, not to be expected that 
Sermany will easily consent to the 


mobilisation of the postponable part 
of the annuity. 

In order to succeed in mobilising 
all or part of the unconditional annuity, 
a market must be found for these 
German bonds, which form a simple 
obligation of the German Reich and 
are not guaranteed either by the cred- 
itor powers or by the B. I. S. 

Even the existence of an ample 
supply of capital waiting for invest- 
ment is no sufficient guarantee for 
an easy marketing of these obligations. 
It is to be expected that the public 
will prefer an investment of a more 
secure character with a traceable pro- 
ductiveness. The said German obli- 
gations do not meet this requirement, 
for though formally an ordinary com- 
mercial loan, the basis remains a 
purely political debt, by no means 
contracted for productive purposes. 
The experts themselves do not seem 
to have been very enthusiastic about 
this mobilisation either. ‘They state 
in paragraph 1o of their report rather 
laconically: “‘Certain governments are 
known to attach particular importance 
to the possibility of raising money by 
the issue to the public of bonds repre- 
senting the capitalisation of the uncon- 
ditional portion of the annuity 
(‘mobilisation’).”’ 

On the other hand, it should not be 
forgotten that most of the money 
raised for the benefit of all or some 
of the creditors of Germany will return 
to the capital market as the proceeds 
of the obligations issued and placed 
are turned over to the creditor powers, 
who in most instances will use these 
funds to pay off part of their own 
external or internal debt. But my 
principal objection to the mobilisation 
of the German debt is, that, though it 
does not increase the annual burden 
laid on Germany, it tends to saturate 
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the international capital market with 
German obligations, thus depriving 
Germany to a certain degree of the 
possibility of raising money for legit- 
imate and productive purposes, and 
consequently lessening the probability 
of an increase of Germany’s exports 
necessary for the definite fulfilment of 
her war-debt obligations. 

It is therefore to be hoped that the 
B. I. S. will be very reluctant in pro- 
moting the of these German 
bonds. 

If a certain creditor country wishes to 
convert her national debt into German 
bonds by an internal issue of the 
latter, no formal objection can possibly 
be raised, but fundamentally there is 
very little difference between these 
two kinds of mobilisation; and the 
same objections, based upon the emi- 
nent danger of a saturation of the 
capital market with German obliga- 
tions, are applicable to this internal 
conversion. 


issue 


Conclusion 


My conclusion, after the foregoing, 
is that itis likely that the B. I. S. may 
prove an excellent successor to the 
Agent General for Reparations Pay- 
ments, worthy to follow the footsteps 
of Mr. Parker Gilbert. But I am 


rather sceptical about the importance 
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of the banking functions which the 
B.I.S.is meant to perform. Itcan not 
create credit and is therefore entirely 
dependent on the deposits entrusted 
to it by others, notably the Central 
Banks, which, though perhaps quite 
willing to promote the activities of the 
Bank, are hampered by the severe 
legal regulations as to their reserve 
requirements. I further believe that 
the B. I. S. is greatly though rightly 
handicapped in its investment policy 
on account of the dependency on the 
policies of the Central Banks. Finally, 
I am not convinced that in the intri- 
cate business of handling international 
credits the B. I. S. will prove to be a 
necessary addition to the bodies now 
performing these functions. 

Still, it may in course of time prove 
that the B. I. S. will have a beneficial 
influence on the policies of the individ- 
ual Central Banks, by the mercy 
of which it begins its existence. After 
all, it brings the Central Banks into 
closer contact with each other. As 
the experts rightly say in their report: 
“It is to be hoped that the B. I. S. will 
become an increasingly close and valu- 
able link in the cooperation of central 
banking institutions generally, a co- 
operation essential to the continuing 
stability of the world’s credit struc- 
ture.” This statement one can not but 
whole-heartedly endorse. 
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THE CONCENTRATION OF BANKING 
RESOURCES 


By GEORGE S. MUMFORD 


HE relation between banks and 
the public is subject to constant 
evolution. This goes back to the 

ery beginning of banking in this 
intry, when banks were so unpopular 
that they were obliged to ask for 
harters as water companies, or per- 
ps chemical companies, and then do 
nking as a side issue. It is un- 
ubtedly due to the change from such 
nplied public disapproval into a grad- 
al growth of modified popularity that 
banks have assumed their present posi- 

n of outstanding importance. 

\ien in general still have extremely 
hazy notions of procedure in looking 
fter their own money, but they con- 

tute the class that makes the laws 
which govern banking, and the result 

been that bankers at the best 
under rules made for conditions 

that are past and dead. The special 
laws that have slowly grown to govern 
operations of banks have _ neces- 

ly become archaic because of rapid 
changes in the conditions that called 
them forth. Banks are driven to exer- 
cise all their ingenuity to find legal 
ways to meet the demands of the public 

r modern banking facilities. 


Ba n k Mergers 


\s a general thing, it is probably 
easier to pass new laws than to get 
old ones. Our lawmakers en- 

nter sO many cross currents when 
to frame new banking laws, 

they are enormously delayed and 
‘red. Some of the old prejudices 
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still survive, innumerable laws are left 
in force that were created to meet 
conditions that no longer exist, the 
politicians themselves know extremely 
little about the subject but are mighty 
suspicious of banking experts, and, over 
and above all, is the feeling in their 
minds that the important thing is to 
prevent dishonesty and incompetence 
rather than to make the road clearer for 
the able and honest banker. 

It was not more than thirty years 
ago that the general public made very 
little use of banks, except the savings 
banks. It is quite possible that on 
the whole this was fortunate for the 
public, since most banks at that time 
suffered from mismanagement by in- 
competent but not necessarily dishonest 
officials. The number of banks in 
settled communities greatly exceeded 
the needs of the public, and this is no 
better illustrated than in the fact that 
the Boston Clearing House had sixty 
member banks. ‘There were not sixty 
men properly trained to run a bank 
in the whole of New England, much less 
in this one city. It was inevitable 
under such conditions that bank merg- 
ers should become fashionable, if not 
popular. 

This matter of the public approval 
or disapproval of bank mergers in 
general is, of course, extremely impor- 
tant. The opposition to these mergers 
was founded chiefly on the fallacy that 
merchants and others could not borrow 
for their legitimate needs unless an 
active competition was going on be- 
tween banks for the accounts of such 
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merchants; or to put it another way, 
the more banks there were, the more 
money and/or more favorable terms 
would be available for borrowers. In 
the final analysis, and as a result of bank 
mergers, itis clear that quite the reverse 
is the fact. It is needless to go into 
this in detail, but it may be accepted 
that the public has learned that it is not 
to its advantage to make the way easy 
for people to borrow money who are not 
able to pay it back. Before this stage 
was reached, there had been the popular 
demand to have bank charters granted 
to groups of people with little financial 
strength, or to politicians, on the 
ground that they were closer to the 
people than so called bankers; some- 
what on the principal of negro-operated 
banks for negro depositors, or Irish 


banks for the Irish. In Boston this 
attitude reached its climax a dozen 
years ago with the failures of the 


Tremont, Cosmopolitan, Hanover and 
Prudential Trust Companies, contem- 
poraneously with the Ponzi affair. 

Bank mergers at first were effected 
under general laws by the simple proc- 
ess of one bank’s buying another for 
cash. ‘The process was not one of con- 
solidation of the ownerships of the two 
banks, although in rare instances the 
purchasing bank did allot a block of 
its stock to the stockholders of the bank 
it purchased. 

At that period national banks were 
not permitted to have branches, while 
state banks and trust companies in 
some of the states, notably in Cali- 
fornia, could have almost as many 
branches as they wanted. The Stat- 
utes of Massachusetts permitted trust 
companies in Boston to have one 
branch each within the city limits, and 
in 1914 the Massachusetts Legislature 
the point of taking action 
legislation on a movement 


reached 
towards 
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already begun in the direction of 
chain banking through Ownership by 
one bank of substantial blocks of stock 
in other banks, and a law was Passed 
forbidding trust companies to hold 
more than 10% of the capital stock of 
any other trust company. At the same 
time the stamp of approval was placed 
upon bank consolidation by authoriz- 
ing a trust company to take over the 
business of any other trust company 
located in the same town, and maintain 
as an additional branch office the quar- 
ters of the trust company which it 
absorbed. Thus began an extension 
of branch banking restricted to the 
limits of a single city. 

In 1918 Congress passed an Act 
providing for the consolidation of two 
national banks into a single organiza- 
tion, but made no provision for the 
consolidation of a State bank or trust 
company with a national bank under 
the charter of the national bank. The 
result of this was that in order to effect 
such a consolidation, it became neces- 
sary to go through the clumsy process 
of converting a State bank or trust 
company into a national bank, and then 
after an interval of thirty days con- 
solidating it with the other national 
bank. 

In 1927 Congress passed a bill cor- 
recting this situation and provided a 
method for the consolidation of a 
national bank with any bank incorpo- 
rated under the laws of any State. 
This period of bank consolidations, 
running over something more than 
thirty years, illustrates the extent to 
which our lawmakers lag behind the 
needs and the demands of the public, 
and the reason for it was clearly 
founded on doubt on the part of oul 
lawmakers as to what the public in 
general really wanted. Did they want 
small banks or big ones with branche 
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Extending Banking Functions 


In the mean time, banks have 
d other functions. They have 
n the duties of trustee, execu- 
investment counsel on the 
ind, and on the other have become 
tment bankers or dealers in 
irities. Here again the laws have 
red behind actual conditions. First, 
| the bank of discount, and later 
| this same bank operating on its 
ccount in bonds and stocks and 
estate whenever the laws did 
interfere or when they could be 
ded. Next, these banks were per- 
tted to have branches, first those 
iting under State charters, and 
later the national banks also were 
given similar rights. 

With the organization of the Federal 
Reserve System, the tendency became 
liately apparent to grant national 
banks all the rights and privileges that 
long to state banks, such as power 
ict_as trustee and to deal in secu- 
ties with and for the public; for 
realized that the Federal 
Reserve System, which is primarily 
e creature of Congress, needed its 

support. 
\t the present time an outstanding 
ture of the situation is the rivalry 
between the Federal Congress on the 
hand trying to induce banks to 
as national banks, and the 
ious State legislatures on the other, 
duce them to be incorporated as 
companies or State banks under 

tate charters. 
l'o be a complete unit, a bank should 
livided into three major depart- 
first, pure banking; second, 
activities on a commission basis, 
nvolving only the property of others; 
| third, dealing in securities. Not 
have the Federal laws failed to 


Congress 


nerate 
WCAC 
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catch up with the laws of most of the 
States in specifically granting to 
national banks the rights freely to do 
these things, but in certain instances 
Congress has actually retraced its steps 
for fear of encroaching on State rights. 
The Federal banking law of 1927 has 
been passed upon by certain courts 
in connection with the permission 
granted to national banks to act as 
trustees and executors. ‘The Supreme 
Court of Massachusetts has decided 
in effect that a consolidation does not 
give the consolidated bank a continuing 
right to act as trustee and executor 
for the estates held in that capacity 
by both the uniting banks; that one 
of the banks, by going through the 
form of a consolidation, lost its charter, 
and that its position as executor or 
trustee immediately lapsed. It also 
said that the Federal Bank Act of 
1927 was unconstitutional, in that it 
attempted to take from the States their 
inherent right to control and administer 
the property and estates of deceased 
or incompetent citizens and residents. 

The United States Supreme Court 
later confirmed this decision, except as 
to the matter of unconstitutionality, 
and in this matter it pointed out that 
the Federal Act of 1927 expressly 
provided that the consolidated bank 
should receive and administer trust 
estates in accordance with State laws, 
and that, therefore, it took away no 
rights from States, and so there was 
nothing unconstitutional in passing 
the Act of 1927 as it was worded. 

When two banks are planning to 
consolidate, it is apparent that while 
they can combine their assets, capital 
stock and general banking activities, 
they are not so sure about their right 
under the Federal Statute of 1927 to 
combine their trust activities. ‘This 
became apparent in the consolidation 
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that recently took place in New York 
between the National City Bank and 
the Farmers Loan & Trust Company. 
There were doubtless other reasons for 
this, but the consolidation took the 
form of an indirect holding company, 
the National City Bank absorbing all 
the banking activities of the two insti- 
tutions, and the Farmers Loan & Trust 
Company absorbing all the trust activ- 
ities, while the capital stock of the 
latter was sold to a straw committee to 
hold for the benefit of the National 
City Bank; for the National City Bank 
did not have the power legally itself 
to own the stock. The step from this 
situation to that of a holding company 
owning the stock of both banks is a very 
short one, and it is here that we 
approach the field of the holding com- 
pany in general for bank combinations. 

It is important to bear in mind that 
so called branch banking and the hold- 
ing company, while they bear a super- 
ficial likeness to each other, are 
essentially and wholly different. In 
using the term “‘ Holding Company” as 
applied to chain or group banking, 
there exists the implication that it 
controls or manages the banks it has 
invested in, and is not a mere invest- 
ment trust. A holding company may 
own all the stock in a bank, a trust 
company, or a bond house, or it may 
own a majority interest or only a frac- 
tion of their outstanding stock. 


The Banking System in England and 
Canada 


Branch banking is the essence of the 
English and Canadian banking systems. 
There a single bank or, in fact, a few 


individual banks operate their own 
branches in hundreds of locations 
throughout their respective nations 


just as a New York bank operates its 
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ten, twenty or one hundred branches 
throughout the city limits of New York 
under a central management and super- 
vision and a_ single bookkeeping 
headquarters. | 

The socalled “big five” banks of 
London have their head offices jp 
the “‘City” and branches throughout 
England and Wales, with affiliated 
banks which they own having head 
offices either in London or in other 
countries which in their turn also have 
their branches. They occupy prac- 
tically the same position toward their 
nation that the twenty thousand com- 
mercial banks in this country occupy 
toward ours. 


BARCLAYS BANK, LIMITED 


Head office: London, England 
850 branches in England and Wales 
Resources, £ 380,000,000 Sterling 
Banks affliated with Barclays Bank, 
Limited :— 
BARCLAYS BANK (DOMINION, COLONIAL 
AND OVERSEAS) 
Head office: London, England 
440 branches in other countries 
BARCLAYS BANK (FRANCE), LIMITED 
Head Office: London, England 
13 branches in France 
2 branches in Algeria 
BARCLAYS BANK, S. A. I. 
Head Office: London, England 
2 branches in Italy 
BARCLAYS BANK (CANADA) 
Head Office: Montreal, Quebec 
no branches 
THE BRITISH LINEN BANK 
Head Office: Edinburgh, Scotland 
196 branches in Scotland 
THE UNION BANK OF MANCHESTER, LTD. 
Head Office: Manchester, England 
164 branches in England 


Total resources, Barclays Group: 
£ 500,000,000 Sterling 


LLOYDS BANK, LIMITED 


Head Office: London, England _ 
1750 branches in England and Wales 
11 branches in India 
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aks affiliated with Lloyds Bank, 


LLOYDS AND NATIONAL PROVINCIAL 
uper- BANK, LIMITED 

| 1 Office: London, England 
wned jointly with National Pro- 
ncial Bank, Limited) 


18 branches in other countries 


<A TIONAL BANK OF SCOTLAND, LIMITED 
Head Office: Edinburgh, Scotland 
16< branches in Scotland 


LONDON & SOUTH AMERICA, 


BANK OF 
er LIMITED 
lave Head Office: London, England 
48 branches in other countries 
| resources, Lloyds Group: 
m- £ 550,000,000 Sterling 
— MIDLAND BANK, LIMITED 

Head Office: London, England 

2000 branches in England and Wales 


nks affiliated with Midland Bank, 


heir | 


CLYDESDALE BANK, LIMITED 
Head Office: Glasgow, Scotland 
192 branches in Scotland 
[TH OF SCOTLAND BANK, 
Head Office: Aberdeen, 
159 branches in Scotland 
BELFAST BANKING COMPANY, LIMITED 
Head Office: Belfast, Ireland 
83 branches in Ireland 


LIMITED 
Scotland 


[otal resources, Midland Group: 
{575,000,000 Sterling 
VATIONAL PROVINCIAL BANK, 
l IM ] TE D 
Head Office: London, England 
1260 branches in England and Wales 
ifhliated with National Provincial 


, Limited :— 


OYDS AND NATIONAL PROVINCIAL 
NK, LIMITED 

Head Office: London, England 
| wned jointly with Lloyds Bank, 
Lir ited) 


18 branches in other countries 
'TS & CO., LONDON, ENGLAND 
3 branches in London 

RINDLAY & CO., LIMITED 
Head Office: London, England 
6 branches in India 


{otal resources, National Provincial: 
L 350,000,000 Sterling 
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WESTMINISTER BANK, LIMITED 
Head Office: London, England 
985 branches in England and Wales 
Banks affiliated with Westminister Bank, 
Limited :— 
WESTMINISTER FOREIGN BANK, LIMITED 
Head Office: London, England 
7 branches in other countries 
ULSTER BANK, LIMITED 
Head Office: Belfast, Ireland 
207 branches in Ireland 
Total resources, Westminster Group: 
£ 365,000,000 Sterling 


Thus these five banks have the 
total equivalent of $12,000,000,000 in 
concentrated resources. 

Substantially, all the banking power 
of Canada is under the direction of 
four banks. These four great Cana- 
dian banks have branches in the 
United States, which are agencies rather 
than banks of deposit, also in Cuba, 
Central and South America. 


BANK OF MONTREAL 
Head Office: Montreal, Quebec 
620 branches in Canada 
11 branches in other countries 
Resources, $875,000,000 

BANK OF NOVA SCOTIA 
Head Office: Halifax, Nova Scotia 
298 branches in Canada 
26 branches in other countries 
Resources, $265,000,000 

CANADIAN BANK OF COMMERCE 
Head Office: Toronto, Ontario 
579 branches in Canada 
10 branches in other countries 
Resources, $575,000,000 

ROYAL BANK OF CANADA 
Head Office: Montreal, Quebec 
765 branches in Canada 
112 branches in other countries 
Resources, $1,000,000,000 


Bank Consolidations in the United States 


The germs of both the branch bank- 
ing and holding company or group 
systems have developed rapidly in 
this country recently. In the far west, 
branch banking is in the ascendent. 
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In the east the holding-company 
method seems to be most in favor, 
while the middle of the continent is 
more or between the two, 
with progress the holding 
company rather more pronounced. In 
the east, in New York, Pennsylvania 
and the New England States, the 
mutual savings banks own very sub- 
stantial amounts of the capital stock 
of the commercial banks. When two 
banks consolidate, such investment 
is still legal in the consolidated institu- 
tion, but although a holding company 
may give its own stock to the individ- 
ual bank stockholder in exchange for 
his shares of bank stock, it must buy 
out the savings bank for cash, or else 
leave the bank’s investment 
in bank shares just as it is. While 
it does not appear that there is any 
law to prevent a holding company 
from owning all the stock in as many 
banks as it can, yet it can not consoli- 
date them into a single unit unless 
they all lie within the city 
boundaries. In such case the holding 
company may as well itself be a bank, 
as in the case of the National City 
Bank of New York; or if it remains 
as a holding company, it has to deal 
with the problem of the mutual savings 


torn 
toward 


less 


saving 


same 


banks. 

In the middle west the problem is 
different and to a certain 
although there 
forbid a trust 


somewhat 
simpler, 
certain State laws that 
company to do any commercial banking. 
Actual consolidations between banks 
situated in different not 
legal, but a holding company is not 
thus from extending its 
ownership of banks indefinitely. Thus 
we have “Chain Banking” or “Group 
Banking,”® which is a toward 
branch banking, but as the laws now 


extent are 


are 


states 


restrained 


step 


Stand the 


two systems are quite far 
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apart. As an illustration of the start 
this form of banking has made jp 
the middle west, take the Northwestery 
National Bank group, called the North- 
west Bancorporation, centering around 
that bank, which is located in Minne- 
apolis. The resources of this bank by 
itself were about $90,000,000. The 
combined resources of the group were 
$320,000,000; more recently the group 
was increased to 76 banks with total 
resources of $440,000,000. To show 
how widely the different units are 
scattered, some are here listed. It 
is probable that the holding com- 
pany that has the control of all these 
banks in many cases owns merely a 
majority interest in the bank’s capital 
stock. 


Northwestern National Bank & Affliated 
Banks—Minneapolis, Minnesota 


Minnesota Loan & ‘Trust Company 
Minneapolis, Minnesota 

First National Bank—Aberdeen, South 
Dakota 

First National Bank—Deadwood, South 
Dakota 


Iowa-Des Moines National Bank & Trust 
Company—Des Moines, Iowa 

First & American National Bank—Duluth, 
Minnesota 

First National Bank & Trust Company— 
Fargo, North Dakota 

Security National Bank & Trust Company 
—Faribault, Minnesota 

Fergus Falls National Bank—Fergus Falls, 
Minnesota . 

National Bank of Huron—Huron, South 
Dakota 


James River National Bank—Jamestown, 


North Dakota 

National Bank of La Crosse 
Wisconsin 

First National Bank—Leed, South Dakota 

First National Bank—Mason City, lowa 

First National Bank—Minot, North 
Dakota 

First National Bank—Moorhead, Minne- 
sota 

United States 
Nebraska 





La Crosse, 


National Bank—Omaha, 
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tes Trust Company—Omaha, 


“Yards National Bank of South 

Omaha, Nebraska 

Suuth Omaha Savings Bank—Omaha, 
Nebraska 

c.-unity State Bank—Owatonna, Minne- 


National Bank—Rapid City, South 
Stock National Bank—Sioux City, 
Security National Bank—Sioux Falls, 
South Dakota 
Stock Yards National Bank—South St. 
Paul, Minnesota 


ercial National Bank—Sturgis, 


soutn Dakota 

ns National Bank—Wahpeton, 
North Dakota 

ns National Bank—Watertown, 
S th Dakota 


National Bank—Watertown, South 


ta 


holding company in the 
general district, under the name 
First Bank Stock Corporation, con- 
ind operates a group of 72 banks 
| resources of $438,000,000. 
National Bank—Minneapolis 
t Minneapolis Trust Company—Minne- 


ha National—Minneapolis 
ngton-Lake National—Minneapolis 
luce State—Minneapolis 
National—St. Paul 
ints Trust Company—St. Paul 
Avenue State—St. Paul 
s & Merchants State—St. Paul 
National—Brainerd, Minnesota 
National—Graceville, Minnesota 
in National Bank in Little Falls— 
» Falls, Minnesota 
held National Bank & Trust Com- 
Northfield, Minnesota 
\ational—Owatonna, Minnesota 
N it onal Bank of Rochester—Roches- 
, .viinnesota 
ants National Bank & Trust Com- 
of Fargo—Fargo, North Dakota 
Kiver National Bank & Trust Com- 
Grand Forks, North Dakota 
\ational—Hebron, North Dakota 





x 


\ 


First National—Cando, North Dakota 

First National—Cooperstown, North Da- 
kota 

The National Bank & Trust Company of 
Jamestown—Jamestown, North Dakota 

First National—New Rockford, North Da- 
kota 

The National Bank of Valley City—Valley 
City, North Dakota 

Aberdeen National—Aberdeen, South Da- 
kota 

First State Savings Bank of Aberdeen— 
Aberdeen, South Dakota 

The First National Bank & Trust Com- 
pany—Vermillion, South Dakota 

First National—Bismarck, North Dakota 

Metals Bank & Trust Company—Butte, 
Montana 

First National—Great Falls, Montana 

Western Montana National—Missoula, 
Montana 

Midland National—Billings, Montana 





Similar holding companies have 
organized groups of banks in Detroit, 
Milwaukee, and other large centers, 
but the outstanding examples are to be 
found in San Francisco. ‘There branch 
banking is carried on within state- 
wide limits, and combined with this 
is also the control of hundreds of coun- 
try banks which operate under their 
own names and not technically as 
branches. The Bank of Italy National 
Trust & Savings Association has hun- 
dreds of branches with total resources 
of nearly $1,000,000,000; so, too, the 
Bank of California, with resources of 
$400,000,000. In Detroit, one of the 
holding companies controls banks hav- 
ing total resources of $725,000,000. 
The operating banks of chief impor- 
tance making up this group are the 
following banks located in Detroit: 


First National Bank 

Peoples Wayne County Bank 
Detroit & Security Trust Company 
Bank of Michigan 

Peninsular State Bank 
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In Milwaukee the new First Wis- 
consin group has resources of $275,000,- 
ooo, and includes banks in the state 
of Michigan as well as Wisconsin. 


Recommendations of the Comptroller of 
the Currency 


The United States Treasury Depart- 
ment impressed by a 
recent decline in total national banking 
resources and a corresponding increase 
in resources of combined State banks 
and trust companies. It has proposed 
to recommend forthwith that Congress 
The Comptroller 
of the Currency has publicly set forth 
certain facts, and his recommendations 
follow: 


become 


has 


shall do something. 


A study of bank earnings covering the 
last two or three years, which have been 
years of general business prosperity, shows 
that a large percentage of banks outside 
of the principal cities—constituting three 
fourths of our banks and serving the major- 
ity of our population—are operating with 
insufficient earnings. ‘Taking 1927 as a 
typical year, 966 national banks operated 
at a loss, and an additional 2,000 earned 
less than 5%. In other words, about 38% 
of all national banks earned for the year 
1927 less than the yield of a high grade 
security. It is well known that the earn- 
ings capacity of the general run of country 
national banks is certainly not below that 
of the State banks similarly situated . . 

The average earnings of all banks, 
national and State, in one of our great 
agricultural States for the years 1924 to 
1928, inclusive, were less than 14% on 
invested capital. In four other great 
middle western States, comprising both 
agricultural and industrial activities, 2,053 
banks, national and State, earned in 1927 
less than 6% on invested capital. 

The inability of many country banks 
to earn a fair profit upon invested capital 
is naturally reflected in the large number 
of failures which have occurred during 
the past eight years. From 1921 to 1928, 
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inclusive, about 5,000 banks closed thei, 
doors and tied up deposits of more thay 
$1,500,000,000. Of this number, 700 wer 
national banks and 4,300 were State banks 
In four States, from 40% to 53% of ali 
banks in existence in 1920 failed: froy, 
20% to 40% in six States; and from 10% to 
20% in ten other States. Only two sma 
eastern States have had no bank failures 
within this period. 80% of these failures 
occurred in cities with a population of les; 
than 3,000 and about 70% of the failed 
banks were capitalized at $50,000 or less, 


* * * * * 


In the absence of Government permission 
for branch banking in its true sense, present 
developments indicate that group banking, 
under the force of economic law, may 
eventually displace the present system o 
country banks. 

I have reached the conclusion that an 
extension of branch-banking privileges 
should be granted to national banks. 

That it should not be Nation-wide will 
be generally admitted. It has been sug- 
gested that branch banking be limited to 
the confines of each Federal Reserve Dis- 
trict. This may not be feasible to the same 
extent in all Federal Reserve Districts. 
Restricting it to State boundaries, which 
are political rather than economic, presents 
difficulties, as does the suggestion that a 
radius of 50 to 100 miles from the parent 
bank be fixed, but there is an economic 
area to which the extension of branch 
banking can be applied, varying in size 
to meet the diversified conditions that 
exist in this vast country. 

It is for Congress ultimately to fix th 
boundaries of these districts; but Congress, 
of course, would not and could not attempt 
to do so prior to careful consideration an¢ 
study of all of the factors, which could 
only be carried on by a committee of quali- 
fied experts. Would we not be making 
real progress if, at the coming session, the 
Congress were to instruct, let us say, t 
Secretary of the Treasury, the Governor 

of the Federal Reserve Board and the Comp- 
troller of the Currency to study the banking 
situation and to report the boundaries 
which they would recommend that the 
Congress set up, establishing such definit 
areas? 
* + * * * 
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— , the standpoint of the Government banks, if they become such under 

700 wer ‘ the United States, the increase in the pew Jaws, will in their turn continue 

ite bank. resources and strength of the national to amalgamate and consolidate. Who 

es s a result of the extension of é 

© OF all shes and the conversion of large State ©4n say when and at what stage the 

ay r <s into national banks, would bring into merger movement in banks will end? 

eine 3 vad Reseed System a great volume [he question is sometimes asked, 
_ nking resources now operating inde- “Why do perfectly well-run useful 
» fai r brs the same time develop banks sell out and become absorbed, 
i al mentality over which the Govern- anil ut slik: dein eis alice daa 
io & would have complete control and #"% I the es ule es “" 
rib which it could enforce an adequate tion mov ement cease to be of benefit 

g policy. to the public?” 

ee It must be borne in mind that the 
miss Conclusion most valuable accounts a bank can 
pres lear that the Washington have are the accounts of railroads, 
anking es who have supervision over great industrial corporations and life 

y, may ff nal banking fear that the move- insurance companies. By this is meant 

- vard “Holding Companies” not the so called complimentary ac- 

ea 1 “Group Banking” will carry the counts of comparatively small size 

hs power of the country into that may be scattered here and there 
ntrol of the separate states and in a rather perfunctory way, but the 

le will ten the very existence of the real reservoirs of cash Ps which 
atrK ral Reserve System. The great these organizations draw their impor- 

dD a il objection to branch banking tant payments. These great deposits 

a ted and still lies in a feeling of inevitably drift towards the largest 

tric ward New York and “‘Wall banks, and as long as any of them 

‘ S id the fear that by making remain in the old banks of moderate 

; king legal the present banks size, the motive for absorbing such 

dist ountry would be bought up banks by the big banking combinations 

* large New York banks and is a very pressing one. 

a into branches. As a lesser Industrial mergers also tend to drive 
oliticians look with modified banks into consolidation. When a 
this holding company move- group of electric lighting or gas com- 

ecause it is as yet definitely panies merges, the various bank ac- 

' 1 in isolated districts. If this counts of the original units making 

ition could be maintained and _ up the consolidation or holding com- 
ie legal form under Federal pany are eventually transferred to 
State control, they will be perhaps two or three main cash reser- 

In theory this does not de- voirs in as many large banks. In 

t ipetition, toencourage whichis short, the banks that get the most 
e of good politics, for several desirable accounts are in their turn 

ups might exist side by side in the most conspicuous banks. To a 


district. ‘To encourage com- 
the essence of good politics. 
itside of the this 
oO enter into the possibility 
that these big 


consolidated 


scope of 


remains 
mpanies, or 


considerable extent also this motive 
influences the combining of two great 
banks, as well as the absorbing of 
small ones by the large. 

Back of this 
undoubtedly the 


situation is 
that exists 


present 
feeling 
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among the banks that this movement 
is an inevitable development, and that 
in the interest of the bank’s stock- 
holders, the management should take 
an active part in it, rather than stand 
on the side lines and watch the pro- 
cession pass by. The motives are 
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founded on a desire to be constructive 
in a way that is beneficial. Call jt 
ambition, greed, or selfishness, it js 
the fundamental of business progress 
the creation of sound investment securi- 
ties, and the gratification that is felt 
by the men who achieve success. 
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Federal Reserve Act became 


law on December 23, 1913. 


Under its provisions, a National 


order to retain its charter was 
to become a member of the 
al Reserve System within twelve 
- while membership on the part 
banks and trust companies 
with them, but once 
members, they could 


T T1 T) 
p LI nal 
7 


pecome 


t withdraw voluntarily, although they 


| forfeit membership by violation 
law. This was by no means 
ory to the institutions operat- 
ler State charters and, until the 
amended in June, 1917, so as 
for voluntary withdrawals 
ix months’ written notice, only 
sixty-five State institutions had 
Even after the 


_- 
V1d¢ 


members. 


ndment to the law, State banks 


general inclination § to 
for membership until an appeal 
patriotic impulses was made 
Wilson on October 13, 
Following the Armistice, there 
withdrawals and at the 
time, while most of the larger 
banks and trust companies are 
, the great majority of all 
stitutions eligible for member- 
till remain outside. 
marked changes have 
place in banking conditions. 
has been a decided trend toward 
tablishment of branches in those 
where they are permitted, and 
recently toward the acquisition 
controlling interest in banks by 


The McFadden 


no 


Vv eral 


anwhile, 
] 


companies. 


By W. P. G. 
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Act, which was designed to put National 
banks on a more favorable basis in 
competing with State institutions, has 
not been effective, for since its passage 
nearly every merger which has taken 
place in New York, Chicago and other 
large cities, has resulted in the sur- 
render of National bank charters by 
the National banks involved in the 
mergers. Large corporations in the 
country no longer finance themselves 
through loans to the extent that they 
formerly did, but are showing a ten- 
dency more and more to finance them- 


selves by issuing securities—bonds, 
debentures, preferred and common 
stocks. This has resulted in a marked 


decline in the percentage of eligible 
paper held by member banks, and 
nearly every important bank in the 
larger cities has now a_ subsidiary 
security company which makes a busi- 
ness of distributing securities to the 
public. But for the fact that most of 
the member banks are holders of 
United States Government bonds and 
Treasury notes and certificates upon 
which they can secure advances from 
Federal reserve banks, it would be 
impossible for the Federal Reserve 
System in times of stress to give many 
of them needed accommodation. 

The high money rates which have 
prevailed during the past eighteen 
months, together with the limitation 
upon branches contained in the Mc- 
Fadden Act, have caused many member 
banks, both State and National, to 
become dissatisfied with their member- 


ship. As the Federal reserve banks 
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pay no interest on the reserve deposits 
of member banks, many of the medium- 
sized and smaller banks in the System 
have been figuring on the interest they 
would receive were these balances held 
by some correspondent bank or banks, 
and have been charging this loss of 
interest as an expense of membership 
in the Federal Reserve System. The 
mergers which have taken place have 
resulted in banking institutions far 
larger and stronger than any which 
existed at the time of the passage of 
the Federal Reserve Act, and it seems, 
in order to assure the perpetuation of 
the Federal Reserve System as well as 
of our traditional system of indepen- 
dent banking, that some amendments 
to the existing law are necessary. 

The Federal Reserve Act in its 
original form did not permit Federal 
reserve banks to make advances to 
member banks on their notes secured by 
Government obligations. ‘This author- 
ity was given in the act of June 21, 
1917. ‘This amendment, it is true, was 
a war measure, but it is none the less 
probable that should it be repealed a 
number of large banks would withdraw 
from the System, for the reason that 
their holdings of commercial paper 
would not be sufficiently large to 
enable them to get needed accomoda- 
tion from the Federal reserve bank in 
times of stress. It appears, therefore, 
that consideration should be given to 
a further amendment which would 
enable Federal reserve banks to make 
what are known in England as Lombard 
loans, that is, to enable Federal reserve 
banks to make advances to member 
banks on the security of high-grade mu- 
nicipal, industrial and railroad bonds. 
Such authority, however, should be 
carefully safeguarded by a provision 
that it might be exercised only with 
the consent of the Federal Reserve 








Board and under regulations to be 
issued by the Board, that the rate of 
interest should be somewhat higher 
than the official rediscount rate for 
commercial paper, and that such ad- 
vances should not be used as security 
for Federal reserve notes. The need 
for such an amendment will become 
more and more apparent as the Govern- 
ment debt is reduced. Furthermore. 
it seems that some steps should be 
taken to make the great body of mem- 
ber banks more satisfied with their 
membership. It is true that National 
banks must be members, but it is also 
true, as has been clearly demonstrated 
in recent years, that National charters 
are not valued so highly as they were 
years ago; for in many cases compara- 
tively trivial considerations have in- 
duced National banks to surrender 
their charters and be converted into 
State institutions. 

It is well known that Federal reserve 
banks were not organized for profit 
and are not essentially profit-making 
institutions. It is their purpose and 
practice to avoid competition as far 
as possible with their member banks, 
but experience has shown that in the 
conduct of their business, the Federal 
reserve banks can not avoid making 
profits, in average years exceeding 
considerably the expenses of operation 
and the six per cent dividend to 
the stockholding member banks. 
Each Federal reserve bank has accu- 
mulated a large surplus, in every case 
exceeding very substantially its paid-in 
capital. Under the law as it stands 
at present, Federal reserve banks, aiter 
paying stockholding member banks a 
dividend of six per cent annually, 
may carry to their surplus fund all 
the remaining net profits until the 
surplus equals the subscribed capital 
(double the paid-in capital), after which 
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cent of all remaining excess 


per 


must be paid into the United 


Treasury as a franchise tax, 
ther ten per cent going to surplus. 
banks generally regard this 

f the law as inequitable both 
nselves as well as to the Govern- 
they feel that it is not fair to 
Government for the reason that 
of a substantial increase in 

be the capital stock of a Federal reserve 
m- during any one year, the Govern- 
ir nt is likely to be deprived of any 
atever, although there may be 

sion for so large an increase in 

nk’s surplus as is now provided 
Section 7 of the Federal Reserve 

the establishment of the 

System, the Government has received 
Federal reserve banks as 
tax, a total of $142,826,343. 
payments have varied greatly 

year to year. For the year 1920 
paid $60,724,742 and for 

1921 they paid $59,974,446, 

r the year 1924 the total 

ents fell to $113,646, and in the 
1925 they were further reduced 
$59,300. For the year 1928, fran- 
xes to the extent of $2,585,659 

paid by six banks, while the six 
banks in the System, including 

New York, Chicago, Cleveland, Phila- 
San Francisco and Boston, 
franchise tax whatever. This 
because of any falling off in 

ngs, for during the year 1928, 
earnings of all the banks 

ted to $32,122,021. New York, 

the largest net earnings, $11,- 
5,433, paid no franchise tax, while 
linneapolis, with the smallest, $614,- 
, paid $390,151. This was because 
proportion of accumulated sur- 
subscribed capital. Under the 
nt arrangement, the payment by 
reserve bank of a franchise 


oince 


i~ 


{ 
+ 


tederal 
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tax to the Government depends not 
only upon what it has earned during 
the year but also upon how much its 
capital stock has been increased as a 
result of increases in the capital and 
surplus of its member banks. 

From the standpoint of the member 
banks, it is not unnatural that they 
should feel that they are entitled to a 
larger share of the net profits of 
Federal reserve banks than a mere 
cumulative six per cent dividend on 
the amount of stock they held in the 
Federal reserve bank. Ever. dollar 
of the capital stock of a Federal 
reserve bank is furnished by the mem- 
ber banks, and the great bulk of the 
deposits held by the Federal reserve 
banks is furnished by them also, for 
the Treasury deposits are compara- 
tively small and are temporary in 
character, and their value is far more 
than offset by the services rendered 
by the reserve banks as fiscal agents. 
The earnings of Federal reserve banks 
are derived mainly from transactions 
with their member banks, and when 
these considerations are taken into 
account, it does not seem at all unrea- 
sonable that the member banks gener- 
ally should be dissatisfied with the 
present arrangement. It has been sug- 
gested that the law be amended so as 
to provide that after the payment 
of expenses and the annual dividend 
of six per cent on the capital stock, 
the remainder of the net earnings 
should be apportioned as _ follows: 
twenty-five per cent to the Govern- 
ment as franchise tax, regardless of 
the proportion of surplus to capital 
in any Federal reserve bank; and in 
those cases where the surplus of a 
Federal reserve bank does not equal 
one hundred per cent of its subscribed 
capital, then a transfer of not exceeding 
twenty-five per cent of the net earnings 
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should be carried to surplus; and that all 
remaining net profits should be dis- 
tributed among the member banks in 
proportion to the amount of the capital 
stock of the Federal reserve bank held 
by them, or to the capital stock held 
plus average reserve deposits for the 
year, as may be determined by the 
Federal Reserve Board. Had this ar- 
rangement been in effect in the year 
1928, the amount the Government 
would have received from the Federal 
reserve banks as a franchise tax on 
December 31 last, would have been 
$5,915,750 instead of $2,585,659. 

National banks receive their charters 
from the Comptroller of the Currency 
under an act of Congress. ‘They can 
be placed in voluntary liquidation by a 
vote of holders of two-thirds of their 
stock at a regularly advertised meeting. 
After their depositors have been paid 
and all obligations of every description 
have been liquidated, the assets re- 
maining are distributed among the 
stockholders in proportion to the num- 
ber of shares of stock held. The 
Federal reserve banks received their 
charters also from the Comptroller of 
the Currency under an act of Congress. 
Originally these charters were for a 
period of twenty years, but since the 
passage of the McFadden Act in 1927 
the charters are indeterminate, and 
solvent Federal reserve banks can be 
liquidated only by an act of Congress, 
which body is empowered at its pleasure 
to terminate the existence of Federal 
reserve banks. ‘The present law pro- 
vides that ‘‘should a Federal reserve 
bank be dissolved or go into liquidation, 
any surplus remaining after the pay- 
ment of all debts, dividend require- 
ments and the par value of 
stock, shall be paid to and become the 
property of the United States.” 

As the surpluses of Federal reserve 
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banks have accrued from the use of 
funds provided by their member banks 
and very largely out of dealings with 
member banks, it seems to many that 
this provision for what some regard as 
confiscation of the surplus fund of a 
Federal reserve bank in the event of 
liquidation, is unjust. There is, of 
course, no reason to assume that the 
liquidation of any Federal reserve bank 
is in prospect, but the book value of the 
stock of Federal reserve banks js 
approximately three times the amount 
paid in and will ultimately reach that 
amount. The Government up to Jan- 
uary I, 1929, had received from all 
Federal reserve banks franchise taxes 
amounting to over $142,000,000; but 
under the law as it stands it is the 
residuary legatee of the surplus fund 
of all Federal reserve banks, which 
on that date amounted to $254,898,352. 

A member bank which contemplates 
withdrawal from the System realizes 
that, although its stock in the Federa! 
reserve bank is worth nearly three 
times the amount paid in, its available 
value in these circumstances is only the 
amount paid in, or $50 a share; conse- 
quently, the large actual book value of 
its stock in a Federal reserve bank does 
not act as a deterrent when a member 
bank is considering withdrawal. [f, 
however, the law should be changed so 
that in the event of liquidation a 
Federal reserve bank would be in the 
same position as a National bank, its 
member banks would probably receive 
three dollars:for each dollar paid in for 
their stock and a withdrawing bank 
would receive $50 a share for its 
stock and would leave behind the other 
$100 for the benefit of those members 
which remain in the System. Is it not 
possible that a change in the law in this 
respect might tend to make member- 
ship more attractive and reduce the 
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symber of voluntary withdrawals from whose own independent existence may 
System? depend in some degree upon the con- 
“conclusion, attention may be_ tinued operation.of the Federal Reserve 
to the fact that the larger System with its mobilization of reserves 
ks and trust companies throughout and rediscount facilities. How best to 
country appreciate the value of effect this is becoming more and 
hip in the Federal Reserve more of a problem, and it is to be 
System; but in order to assure the con- hoped that this question will receive 
| successful operation of the Sys- the earnest consideration of the Fed- 
m, it seems necessary to retain the eral reserve authorities and of the 
erest and cooperation of the great appropriate committees in both houses 

f small and medium-sized banks of Congress. 








THE PRESENT CONDITION OF THE 


ENGLISH COTTON 


INDUSTRY 


By J. WISSELINK 


NE may say that the whole 
() industrial world has been watch- 

ing the efforts to bring about 
concentration in the cotton industry as 
one of the most important economic 
occurrences of the day. Not only 
have these attempts been followed 
by the trade with the keenest attention, 
but in wider circles the problem has 
also aroused great interest. This is 
to be attributed in the first place 
to the stupendous figures involved and 
also to the fact that for years the press 
has been calling attention to the 
poor state of affairs in Lancashire, so 
that a general sympathy with the 
industry has awakened the desire to 
find a solution of its difficulties. 

Whether these difficulties can be 
effectively solved—or rather what the 
consequences of the concentration will 
be—is a question which can be an- 
swered only with a large measure of 
reserve, for the whole problem is 
extremely complicated and the data are 
comparatively scarce. 

The possibilities of success in in- 
dustrial concentration and the attain- 
ment of the economic objects in view 
depend to a very great degree on the 
structure of the industry concerned. 
Nor can the present difficulties of an 
industry well be explained without an 
inquiry into its economic structure. 


Size, Location and Organisation of 
the English Industry 


As soon as concentration plans came 
under discussion, combinations of no 
than 8,000,000 spindles were 


less 
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mentioned, which is not at all surprising 
if one is familiar with the dimensions 
of the industry in England. The Eng- 
lish cotton industry counts some 57. 
136,000 spindles and 795,000 looms, 
and is still by far the greatest in the 
world, having about as many spindles 
as the three countries following in 
importance taken together, viz., the 
U. S. A. (35,542,000), Germany (11, 
153,000) and France (9,770,000). 

Besides the spinning and weaving 
sections, which are almost entirely 
mechanical processes, England also has 
a great finishing industry, which in- 
cludes dyeing, bleaching, printing and 
mercerizing. In the cotton industry 
alone no less than 569,950 persons are 
employed (Census, 1927), while some 
hundreds of thousands earn their 
living in industries directly dependent 
on it; and indirectly there are many 
more still who do so. Without ex- 
aggeration one may say that some 
5,000,000 inhabitants of England are 
dependent on the cotton industry foi 
their daily bread. 

This huge industry is located almost 
entirely within the confines of the 
county of Lancashire, while the por- 
tion that does not fall within these 
borders (administrative) is situated 
almost exclusively in those parts of 
Cheshire and Yorkshire bordering on 
Lancashire. When one speaks of the 
cotton industry in England one means 
Lancashire. 

Geographically speaking, the whole 
industry may be said to have its home 
in one district, bordered on the east 
by the Pennine Chain, on the west 
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Colne : 
Nelson 











Irish Sea, on the south by the 
ey and on the north by the river 
Ribble. But the industry is practised 

entirely in the eastern part of 
district. 
On looking at the map one is struck 
the fact that a tremendous capacity 
r production is concentrated here in a 
paratively small area of about 35 
iles in length and 22 miles in breadth. 
else in the world can such a 
ng total agglomeration be found. 
Tidewater district in the 
States of America with its 
10,000,000 spindles to an area of about 
les by 25 miles can not compare 
this regard with Lancashire. This 
nse agglomeration may, of course, 
rightly be regarded asa favourable factor 
technical-economic concentra- 
it is, however, more of a secondary 

‘nprimary nature. Generally speak- 

t is based toa greater degree on a 
number of moderate-sized mills, 
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grouped together in one district, than 
on very large single factories. 

The organisation of production is 
such that the three chief processes 
(spinning, weaving and finishing) are 
carried out separately as a rule; that is 
to say, they are not done under one 
roof, nor even in one plant. ‘Those 
industrial concerns which run several 
factories also, as a rule, keep to one 
speciality. The combined spinning 
and weaving mills, although in the mi- 
nority, are still found fairly frequently, 
however; but the border line between 
the finishing industry and the two 
mechanical branches is fairly sharply 
defined. 

Marketing, both in its work of collec- 
tion and of distribution, is also separated 
from production in its strictest mean- 
ing. The greater part of the spinning 
mills sell their yarns only through com- 
mission-houses or agents. The weav- 
ing mills, at least those that produce the 
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grey fabrics, supply merchants, who 
have the fabric dyed, bleached or 
printed in the finishing factories and 
then put on the market at their own 
risk. Those weaving mills making 
fabrics which go straight from the looms 
to the consumer without undergoing 
further processes often entrust the 
whole of their sales to commission- 
houses. 

Of late years a tendency has been 
noted, especially in the finishing in- 
dustry, to seek immediate contact 
with the distributing trade and to 
adopt the method whereby the in- 
dustry itself accepts the risk. This is 
the case in a very small section of the 
industry, however, so that one may 
still regard the cotton industry as 
consisting of four clearly defined sec- 
tions: 

I. The spinning mills, which may be 

sub-divided into: 

A. The mills making coarse and 
medium yarns, mostly spun from 
American cotton of a medium 
staple fibre. (In this class of 
yarns Indian cotton and Empire 
cotton are also used.) This is 
called “‘the American section.” 

B. The mills spinning fine yarns (in 
England numbered higher than 
no. 60) mainly from the long 
fibred Egyptian cotton. This is 
called “the Egyptian section.” 

II. The weaving mills. 

Ill. The finishing industry. 

IV. The trading houses, more especially 

the export houses. 


The above-described separation is to 
be observed, not only as regards the 
organisation of the industry in its 
spinning and weaving branches, but 
also in their location. The spinning 
mills are found more in the southern 
part of Lancashire and the weaving 
mills are mostly in the north and north- 
east of the county. ‘True spinning cen- 
tres are Oldham (17,330,000 spindles) 
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and Bolton (7,500,000 spindles). Weay- 
ing centres are Burnley (108,000 looms), 
Blackburn (90,000), Preston (73,000). 
Nelson (60,700), Colne, Accrington, 
Darwen and Chorley. It should be 
remembered that in some of the spin- 
ning centres weaving mills will be 
found, just as spindles are present in 
the weaving centres; but in neither case 
very frequently. 

In the spinning part of the district. 
as well as in that of the weaving, there 
are somewhat marked local special- 
isations: the finer yarns (Egyptian 
section) are spun in the neighbour- 
hood of Bolton; the coarser kinds 
(American section) are produced mostly 
around Oldham. As to weaving, the 
heavier fabrics are woven (from Amer- 
ican yarns) in Blackburn, Accrington, 
Darwen and Burnley. Blackburn makes 
dhooties and other goods mainly for 
export to the East, while Darwen and 
Burnley are centres of a _ more 
general type of goods, but all these 
four specialise in cheap, comparatively 
simple fabrics. Burnley produces enor- 
mous quantities of simple, coarse and, 
more especially, medium-weight grey 
fabrics (printers, sateens, twills, drills), 
but of late years has also produced 
more complicated and better goods 
coming into a_ higher-priced class. 
Preston and Chorley manufacture 
chiefly the more complicated fabrics 
(complicated as regards pattern as well 
as colours) included among the better 
sorts of the medium range. ‘This type 
of goods is also among the products 
of Nelson and Colne, but the chiei 
products of these latter places are the 
lighter and finer fabrics, most of them 
being very high priced. 


The Export Trade and Its Decline 


It is a matter of general knowledge 
that the English cotton industry finds 
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market in export. Of the 

Ms), -arns produced in 1913 about 11%, and 

1926 about 13 %, wasexported.! The 

ton, mainder was mostly woven into cloth 

ashire, and of these fabrics not 

about 86% was exported. 

be rhe figures for 1912 were 85.9% and 

- in for 1926, 85.3%; the annual statistics 

ase between 1922 and 1928 do not show 

variations. ‘Taking into account 

ict, the inevitable loss by waste in pro- 

ere ction and the fact that a small 

al- percentage of the yarns is used other- 

an se than for weaving,” one may say, 

Ir- roughly speaking, that about 80% of 

1s the production of the English spinning 

hy ; intended for export, either as 
in the form of cotton cloth. 

r (he mainstay of this export, how- 

efore the war and now, is the 

S port trade in woven goods. If any- 

g goes wrong with this export, the 

hé of the spinning mills is 

n out of gear at once. It is well 

that for years the market of the 

ng mills has been in a bad way. 

. the war, “‘short time”’ (or a stop- 

f parts of the productive capacity 

mill) has been only too frequent. 

calculated that production has 

been only about 70% of normal, 

| being taken to mean all spindles 

ng 48 hours a week the whole year 

The home sales of cotton goods 

been fairly regular and have even 

some increase; so the reason for 

time production is very evidently 

exports. ‘The export 

n goods decreased of late years 

ut 60% of that of 1913, while 

uch less important export of 

about 80% of 


rease of 


diminished to 


Egyptian section the export percentage for 
nsiderably higher than that in the American 
For the latter category by itself it is cer- 
er than 13%. 


y, rather important quantities of Egyptian. 
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what it was formerly. It should be 
remembered that the number of 
spindles increased after 1914 by some 
1,000,000 (which is about 1.8%), while 
the number of looms diminished by 
about 6%. 

England supplied, and still supplies, 
cotton goods to pretty nearly every 
export market, so that a survey of the 
course of the world’s export of these 
fabrics is of great interest in this 
connection. ‘The total export trade of 
all countries at the present time is about 
5% less than it was in 1913. Many 
countries, among them some of the 
great importers, such as India, Brazil 
and China, have greatly enlarged their 
own industries and today supply their 
own demands to a far larger extent 
than before the war; but the English 
share in the diminished total exports 
of the world is considerably less than 
it used to be, as calculated by Daniels 
and Jewkes from the figures in the 
Memorandum on Cotton:° 

Export OF TEXTILES 
(in thousands of kilograms) 





on 
© © o ° 

- oe w” ~ Wines 

Om + yo 4 Te me 
do- < oo") = = * 

J. Fi gm 2 | oad 

> 5 52 | & | ESS 

<= | a <"|a | an" 

England..... 536,837) 60.9 369,111) 50.5) 68.8 
U.S.A 33,4605} 4.4 42,588) 5§.8 127.3 
Italy 42,910} 5.6 58,350, 8.0\136.0 
France ; 44,324 5.8) 45.374) 6.2/102.4 
Japan 10,3360 1.3) 84,188 11.5\814.5 

Czechoslovakia 31,082 Sts ecae « 
India 12,728 1.7; 18,674) 2.6/146.7 

Principal other 

countries‘ 87,103) 11.3) 81,348) I1.2|) 93.4 
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The proportions between the figures 
relating to the exports from England to 

3 Economic Conference, Geneva, 1927. 

4Of the principal other countries the export in 
1926 Belgium, Holland, 26,516 and 
Germany, 19,837; total, 74,192. It is difficult to give 
figures for every country, as different units are used as 
basis for the statistics; some take the weight, others 
lineal yards, lineal metres or square yards and square 


was: 27,839, 


metres. 
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the different markets give a fairly 
accurate idea of the importance of 
these markets. The following table is 
borrowed from the paper read by 
Daniels before the Royal Statistical 
Society, London, on January 17, 
1928: 


ground in South America also, princi. 
pally in Brazil, and in Mexico. 

The consumption of cotton goods in 
East Asia, and to a lesser degree in 
the Near East, consists mainly of 
simple, cheap fabrics woven from coarse 
and medium yarns. This is also the 


Export oF TEXTILES FROM ENGLAND (U. K.) 


(in 1000 linear yards; the years 1920-1926 are given in percentages of 1913) 
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Seeing the percentages in this table, 
one will agree with Daniels that Eng- 
land has suffered most loss in the 
largest markets. The ground lost in 
India is mainly due to the growth of the 
native industry and to the fact that 
here Japan has become a keen com- 
petitor; it is not the Indian import 
duties only (increased from 314 to 11% 
ad valorem) which have to account for 
the difference. In China it is Japan 
which has ousted England from the first 
place on the market, as is also the case 
in the Dutch East Indies, and Japanese 
competition is making itself felt very 
strongly in East Africa and South 
America. In the Straits Settlements 
the trade of the Indian mills has made 
rapid progress. Italy has directed its 
export trade mainly towards the Near 
East, especially to Egypt, but also to 
Argentina and South America gener- 
ally. ‘The United States has gained 
§ India, "3,057 million yards; China, 773.2 million 
yards; the Dutch East Indies, Ceylon and the 
Straits Settlements, 539 million yards. The “‘Near 


East” includes Egypt, the southeast Balkan coun- 
tries, Mesopotamia and Persia. 


case in South America, although not 
to such an extent as in the afore- 
mentioned greater markets. It is clear, 
therefore, that that part of the industry 
which produces these fabrics, and the 
yarns needed for them, is most affected 
by diminishing exports. The _fac- 
tories working directly or indirectly 
for this export, whether they make 
cloth which is sold just as it comes from 
the loom or that which has to undergo 
printing, dyeing or bleaching, are found 
mainly in Burnley and Blackburn. 
The mills providing the yarns for this 
class of goods belong to what is called 
the American Section, of which Oldham 
is the centre. 


The Spinning Industry 


It is clear that under the present 
conditions the mills engaged in spinning 
as well as those engaged in weaving 
have their road paved with difficulties, 
but since 1922 it is the spinning branch 
which has complained most bitterly. 
In England the difficulty is attributed 
chiefly to the poor financial situation 
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INci- ‘ many spinning mills. Without 

joubt the financial situation is bad. 
ds in ir was caused in the first place by 
e in -he method of capitalisation and, from 


viewpoint of sound finance, by the 
rrect proportions between own and 
the the loan capital. The amount of own 
| of the majority of the spinning- 
has always been much too small 
even without the period of “re- 
and “‘recapitalisation,”’ only 
ngest firms would have been 
to hold out without being dis- 
4 tressed during the long series of years in 
| they had to work at a loss. 
post-war period, however, when 
rary high profits were accepted 
isis for a lasting higher earning 
many mills were sold at high 
or brought into new limited 
ies on too high a valuation; 
nly too often the share capital 
watered by the issue of bonus 
in order to provide the share- 
with the chance of making an 
fit by the sale of them. This 
book value need not in itself 
used any serious harm, although 
1 (on paper) the costs of produc- 
a writing down of capital 
ave redressed the balance. But 
tten this higher book value was 
to attract still more loan 
ither in the form of debenture 
as bank credits, deposits 
n. In this way a branch of the 
try, already somewhat weak finan- 
weighted itself down with the 
millstone of the obligation to 
rge sums as fixed interests. 
weaving branch, where the 
-company system seldom occurs, 
n generally as a family company, 
inancing is as a rule far more 
in form, and there never has 
ich talk of refloating or re- 
talisation. 


in the 
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The heavy burden of interest borne 
by the spinning mills is one of the 
causes of their weak selling position. 
The spinners are often forced to obtain 
cash in one way or another and there- 


fore have to accept even the worst 
prices. It must also never be forgot- 
ten that the yarn spinners always 


have a high fraction of “indirect cost”’ 
in their production costs and that they 
can therefore temporarily go far below 
the real costs of production with their 
selling prices. 

Amongst the majority of people 
most nearly concerned, the spinners, 
it would seem as if the bad financial 
position looms so large in their view 
that they can see nothing else, and 
they think that a general clearing up in 
this respect would bring with it a 
solution of the difficulties. This must 
be regarded as a faulty argument, for, 
in the first place, the spindle capacity 
is too large for the number of weaving 
looms; the import of yarns into Lanca- 
shire has never been of any significance, 
and the yarn export, even before the 
war when the whole industry was 
working at its full capacity, shared 
in the decline, showing that even when 
weaving is in full activity there is a 
slight over-production of yarns.® In 
addition to all these considerations, 
there is the fact that the weaving mills, 
the buyers of yarn in this case, have 
since the war been able to work at 


full capacity only occasionally, the 
average being only from 70 to 80%. 
There is another reason for the 


different positions of the weavers and 
the spinners during a 
When a branch of production such as 


depression. 





6 The reduction of working hours since 1913 (from 


55 to 48) is the same in the spinning as in the weaving 


mills. For almost the whole industry it falls within 
the ‘no recovery limit,” so that the production in 
both branches is in direct proportion to the hours 


of labour. 
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the textile industry passes through 
critical times of long duration, that 
part of the production which is closest 
to the raw materials, in this case the 
spinning mills, suffers most, even if 
the production capacities of all the 
successive stages are in harmony with 
each other. A finishing plant or a 
weaving mill, if necessity drives, can 
more readily take up some other articles, 
begin something new and force an 
outlet; the spinning mill can not do so. 

It 1s evident, therefore, that the techni- 
cal market position of the spinning 
industry 1s unfavourable and this is at 
the bottom of the real cause of the evil. 
The only thing that can bring about 
any improvement is a considerable en- 
largement of demand in the weav- 
ing industry. It 1s undeniable that 
the bad financial situation of the spinning 
mills aggravates the evil, but it is in 
itself only of secondary importance; 
it can only shorten the lives of the busi- 
nesses concerned, but the deeper cause 
lies elsewhere. 


The Concentration Project as an Aid to 
Increased Export 


The spinning industry can be revived 
only if England is successful in greatly 
increasing its export of cotton fabrics 
at reasonably paying prices. 

In the light of the facts already sur- 
veyed, one is inclined to be rather 
surprised that all the plans for concen- 
tration (that of the Cotton Yarn Asso- 
ciation was the first to fail) hitherto 
have been based solely on the idea of 
an association of spinning mills, to- 
gether with a financial sanitation. 
One’s own opinion is that the most 
promising plan is that of the Lancashire 
Cotton Corporation, which since its 
first appearance, now nearly a year ago, 
has undergone considerable change. 


On its first inception this scheme pro- 
posed only the absorption of spinning 
mills, but in its present form it goes 
much further and includes in the 
organisation of production the Weaving 
mills and finishing plants. This seems 
to us a step in the only right direc 
tion, namely, towardsintegration. This 
plan has the cooperation of the Bank 
of England and of the other big banks. 
According to the scheme, it is intended 
to capitalise the debts, in all their 
forms, of the spinning mills in such a 
way that all the old fixed interest 
burden is cleared away. The ordinary 
creditors and debenture holders are 
to receive preference shares and the 
old shareholders new common shares, 
each of them according to a fixed 
percentage of their claim. The corpora- 
tion will have to pay fixed interests 
only for the new issue of working 
capital. The spinning mills will be 
taken over at a careful valuation, on a 
basis varying from ten to thirty shil- 
lings a spindle, according to their 
value as an apparatus of production. 
The layout of the plant, the machinery, 
the state of repair, the location etc., 
will naturally be the determining ele- 
ments. The new capital wiil be issued 
in the form of debenture bonds at a 
fairly low rate of interest. While 
awaiting the emission, the Bank of 
England is financing the Corporation 
and seems to be going to offer great 
facilities for the emission. Further 
financial details can be dispensed with 
at the moment. The projects of the 
Corporation are directed toward the 
absorption of some 7,000,000 spindles 
in the course of the present year. 
Before the foundation of the Corpora- 
tion many agreements will have been 
made, for in April it was officially 
announced that requests to be included 
had already been received from 10 
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ess than 107 mills, and since then 
nother 90 have been added. These 
are mostly mills engaged only in spin- 
ning; the number of combined spin- 
sing and weaving mills must also 
be considerable, for a short time ago 
.e heard that about 30,000 looms (in 
mbined mills) were included in the 
ove-mentioned applications. 
[he taking over of separate weaving 
ills does not seem to have made 
ich headway, attention being as 
t centred on spinning. 
The other plan to which allusion has 
» made may be called the “plan 
f the dissatisfied.”” It has been pro- 
cted by the members of the Associa- 
of Cotton Miil Directors, which 
idopted in February a motion whereby 
banks were invited to support 
y such combinations as would be 
entirely under the direction of “‘spin- 
ners of American cotton for the benefit 
the spinners.” This is the old 
system of ‘“‘horizontal concentration 
nly,’ promoted this time by a group 
i spinning mill directors who apparent- 
are loath to give up their functions. 
This latter plan seems to be dying 
already in its cradle. All sorts of 
fantastic figures have been mentioned 
the spindle capacity promised, 
nothing material has as yet been 
ione. It seems that the banks will 
offer it no support and from a general 
industrial point of view, not to mention 
the social aspect, the plan would 
have to be classified as a “‘half-mea- 
sure’’ and it apparently would only 
etard a solution. 
\s matters stand at present, the plan 
the Lancashire Cotton Corporation 
the only one with a good chance of 
Whether one will be able 
use the word “‘success” seems to 
pend, as far as one can judge, mainly 
the question as to how far the 


ilisation. 
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Lancashire Cotton Corporation will 
go with the integration, and upon the 
extent to which a rational organisation 
of production and of sales proves to be 
possible. It does not seem reasonable 
to believe that an entire and permanent 
recapture of the East Asiatic market 
(chief buyer of cheap, coarse and 
medium goods) is to be thought of, how- 
ever far the integration and rationalisa- 
tion of the industry may go, although 
there may be a considerable improve- 
ment made compared with the present 
situation. As we shall see presently, 
the English industry is heavily handi- 
capped in its struggle against the 
Japanese, Indian and Chinese industry: 


1. By its much higher labour costs and 
indirect costs, the latter ensuing from 
shorter hours of labour and working with 
single shifts. 

2. By its irrational methods of production 


and selling. 


When one says that the possibility 
of a permanent recapture of the lost 
markets from the Asiatic industries is 
slight, the first reason ment!ned is the 
principal one. To this po at we shall 
return later. The Corporation has 
directed its care for the present almost 
exclusively to the seconc point and 
even then to a few poiuts of the 
problem only. ‘The official pronounce- 
ments have been confined to the matter 
of production alone, and chiefly to the 
production in the spinning branch and 
the sale of yarns. Nothing has as yet 
been said as to a reorganisation of 
the weaving trade. In news items 
which have been published we have 
read the phrase “‘the integration with 
other branches of the industry” and 
especially “‘the acquiring of a con- 
siderable number of looms,” but, as 
said before, nothing about a reorgan- 
isation of the trade in the finished 
product—the cotton cloth. 
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This, of course, does not mean that 
the leaders may not be considering, 
perhaps, a combination formed by the 
great commercial houses or the creation 
(with the aid of the latter houses) of 
a new marketing apparatus. One of 
our Dutch leaders in the textile in- 
dustry was lately heard to remark 
that the Lancashire men know very well 
what they are about and that the 
eminent personalities there will be 
perfectly aware of the necessity of 
reorganisation in that respect also. 
Moreover, as early as 1927, Mr. 
Ellinger was pointing out the necessity 
of concentration in the wholesale trade;7 
his ideas seem of late to have been 
inspired with fresh life, and from such a 
combination to interlocking is but a 
small step. The necessity for this is 
imperative; for if the selling problem is 
not attacked very differently, what- 
ever advantages may accrue from the 
reorganisation of production, they 
alone would fail to effect any real 
improvement in Lancashire’s position. 


Specialisation and Size of Mills 


The answer to the question as to 
what savings will be effected by ration- 
alisation of production can only be 
given after completion of our inter- 
rupted research into the structure of 
the industry. We resume this study 
at the point where it was broken 
off: the primary agglomeration and 
specialisation. 

The cotton goods sold in the export 
markets, not only in East Asia, but 
also in the Near East, South America 
and Africa, generally speaking, can 
be produced sufficiently cheaply only 
through economies in mass production 
by great series. 

7 Lecture before the Manchester Statistical Society: 


“The Case for a Guild of Shippers and Some 
Suggestions.” 
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The higher the standard of wages 
the more pressing become the demand; 
for a high standard of efficiency in 
production. Even in Japan, where 
the average weekly wage of about 19 
shillings (including additional pay) for 
a working week of 59 hours is usual, 
only those concerns can put up any 
serious competition in the export trade 
which achieve mass production and 
standardisation. ‘Those American firms 
which have succeeded in ousting 
Lancashire from part of the South 
American markets go still further. 

Having regard to the training of 
skilled labour and to the institution 
of side-line works in certain districts, 
one may say that the specialisation 
in each branch of the industry and in 
localities has certainly been carried far 
enough in Lancashire. The specialism 
practised in the form of one locality, 
one process, may even be said to have 
been driven too far as a rule; for 
mass production in series of many of 
the export fabrics, we hold the opinion 
that the big combined spinning and 
weaving mills, to which in some cases 
one or more finishing processes may be 
added with advantage, are certainly 
more economical. 

As far as the spinning mills are 
concerned, average size of mills and 
specialisation may be called satis- 
factory; in many cases one may even 
say itis good. There are 620 spinning 
mills and 232 combined spinning and 
weaving mills in Lancashire.* ‘The 
number of spindles in these mills is 
59,908,000, of which 57,136,000 are in 
use. For statistical purposes one 
must use the former figure, and thus 
we obtain the average production capac- 
ity (statistical mean) of slightly over 
70,000 spindles to each factory; but 





8 Worrall’s Directory. 








ages when one takes the working 
lands cure, without subtraction of the 
Y in mber of mills which are idle, the 
phere rave is more than 67,000. ‘This 
it 1g age production capacity ap- 
) for aches fairly closely to that which is 
sua epted in the present day as the most 
an omical size of a mill (special 
rade rcumstances excepted), namely, from 


10,000 to 100,100 spindles. 
On glancing at Skinners’ Textile 
Directory, which enumerates the various 
it will be seen that at least 
200 spinning mills attain or surpass 
most economical manufacturing 
ipacity. The very large ones (there 
some 30 having 200,000 spindles 
more) consist of several units of 
bout 100,000 each, as is the case in 
\merica. It is very remarkable that 
st frequent type of business is 
of 100,000 spindles. The centre 
branch of the industry is Old- 
where the average production 
city is about 80,000 spindles and, 
. rough calculation, that for Bolton 
t be about 90,000 or more. As far 
- possible efficiency is concerned, 
tallation of from 70 to 80 thou- 
pindles does not differ materially 
ne of go to 100 thousand spindles. 
specialisation practised in the 
may also be characterised as 
tory; even without further in- 
tigation, it is already evident from a 
| the annual directories that 
confines itself to the spinning 
yarns with a limited range of numbers, 
n in some cases to yarn of one 

kind and number. 

Conditions in the weaving mills are 


Tereant 
iCTIL, 
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There are 894 weaving mills 
Lancashire, in addition to the 233 


combining spinning and weaving; 
makes a total of 1,127. There are 
795,000 looms in Lancashire, giving, 
‘herelore, an average production capac- 
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ity of 705 looms to each mill. This 
average would appear at the first 
glance to be much too low, considering 
that 80% of the whole output is ex- 
ported and consists mainly of cheap 
cotton goods, but that opinion is 
perhaps rather a hasty one. For grey 
goods and for certain types of coloured 
goods, striped materials etc., it is 
certainly much too low an average, 
but for those factories which turn out 
the very finest zephyrs, dress goods, 
voiles and so on, it would exceed the 
most economical minimum, however 
paradoxical that may seem. So many 
diverse kinds of goods are manufac- 
tured in Lancashire that one can not 
fix one average suited to all the 
factories. If, however, we take an 
average for Burnley (coarse and medi- 
um grey goods, intended for finishing), 
for Blackburn (medium grey and col- 
oured goods for export to East Asia), 
and for Colne (fine and medium goods, 
partly from dyed yarns), and also take 
into account the specialities, we arrive 
at a fairly accurate general impression. 

The result of such calculations is 
expressed in the following tables; in 
the consideration of these figures, how- 
ever, it should be borne in mind that 
about 2% of the mills supply no 
technical particulars and have had to 
be left out of account, but this slight 
inaccuracy is not of any consequence 
to the purpose we have in view. 
Further, it was found that the word 
“etc.”” appears repeatedly after the 
names of the various kinds of goods 
made by a mill; therefore, the total 
number of the various products taken 
altogether is probably not inconsider- 
ably greater than appears here; and 
the number of looms that produce on 
an average one article in a mill will in 
practise be still lower than the calcu- 
lated figure. 
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Total aumber| Nussber off Average produc- | Total number of | Average numbe; 








etieems | cb tion capacity various products | of looms per prod. 
| (looms) in the mills uct in one mil! 
Burnley?®. Pie ete 104,892 | 121 | 860 | 1,622 | 65 
Blackburn’ Bay Pe 110,955 | 110 1,009 2,027 54 
| 450 | 1,310 =| 18 
| 
| 


Colne.... Chane weed 23,914 53 





One noticeable fact is immediately fabric of the same technical specifica- 
evident, namely, that the average tion only; for the fact that one finds 
production capacity for a centre of in Burnley 65 looms for one kind of 
grey goods such as Burnley (printers, cloth only is no guarantee that of 
twills, shirtings, sheetings, drills, each kind three or more types may 
sateens) is lower than that for Black- not be made. On the other hand, the 
burn, where coloured (especially possibility exists that a mill may 
stripes) and patterned goods occupy not have orders for every kind of 
such an important position. It is not cloth it can make and one or two 
necessary to say much more about the kinds may remain in abeyance for a 
average production capacity in Burnley. time. ‘This does not compensate, how- 
It lags far behind what is considered ever, for the numbers of varieties in 
nowadays to be the most economical every kind of fabric, and one would be 
type for mass production in big series, quite justified in reducing that “65 
namely, some 2,500 to 3,000 looms. looms to one fabric” to about 30, if 
One can come down to 1,800 or 2,000 it were not that even 65 must be 
looms without serious loss of advan- characterised as entirely insufficient. 
tage, and such a capacity might be Blackburn makes a somewhat more 
called just sufficient to enable this favourable impression, taking into ac- 
type of product to compete in the count the kinds of goods manufactured 
great export markets, but that is there. For these products the most 
certainly the limit. economical manufacturing capacity 

Now we come to the subject of stands at a somewhat lower figure. 
specialisation, or rather, want of special- The types of factory here differ very 
isation. ‘The large grey-goods mills much, so that it is difficult to fix a 
of America, with some 3,000 looms single norm; but if a mill works for 
apiece, make only a few different export in bulk, a minimum capacity 
kinds of fabrics and, as a rule, 500 of from 1,500 to 2,000 looms is cer- 
to 1,000 looms are producing only one tainly desirable in present-day cir- 
type of cloth. There are some cumstances. Specialisation is, in this 
examples of 4,000 looms, all doing one case, insufficient if compared with 
type of cloth, and one even of 11,000 that of America and Japan. In 
looms. The large Dutch grey-goods America similar mills (of about 2,600 
mills do not go as far as this, perhaps, looms) make only one or two kinds 
but 200 looms to one type of cloth of cloth as a rule, but in three or four 
is quite common. This alludes to one varieties, so that the figures are approx'- 

mately: 1,000 looms to a kind of cloth 
* Including neighbourhood. and 250 looms to each type. The 





a 

numt saw one mill there running 
er prod. 1 900 looms toone kind-type. It should 
tals be forgotten that the “54 looms 


ne kind of fabric”? of Blackburn 
ave to be compared with the same 
\merican figure (looms per kind of 
th) and that is 1,000. 
Curious as it may seem, the averages 
not the worst of the 





# Colne are 

Miica- e centres, comparatively speaking, 
tind hat is to say, in comparison with 
d of - products, the markets served and 
type of manufacture inherent to 
on If a manufacturer wishes to 
; naintain a position in the front rank 
producers of the finest and most 
| vensive fabrics, such goods as are 
oe the forefront of fashion and the 
dls duction of which is nearing “in- 
ai strial art,” his factory must not be 


) large, for in many cases he is himself 
nager, designer, technical expert 

i chief salesman. ‘There are excep- 
but weaving mills of this type 
mostly not larger than about 200 

In America, where specialisa- 

is more extreme, they are even 
iller than that number. If one is 
offer any criticism regarding Colne, 

t will relate to the size of the mills in 
e class following that of the finest, 
namely, those which make somewhat 
milar goods, but not in quite such 
the buyers of which 
houses and the factories 
ready-made clothing. Such mills 
‘se usually include in their plant 
eing house for yarns and in many 
they dye in the piece. If they are 
mpete successfully they must be of 
rger capacity and they must stand- 
lise and specialise more strictly. 
seems that of late the tendency 
Colne has been in the direction of 
parture from the finer kinds of fab- 
in favour of the cheaper, coloured 


rt goods, in which case the produc- 


varieties, 


expe rt 
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tion capacity is decidedly too small. 
On the whole, the number of various 
articles made in these mills is too 
large and thus the number of looms to 
each kind of cloth is too small. 

We can not refrain from observing 
that the descriptive appellation “highly 
specialised,” which the Englishman 
is so fond of applying to his Lancashire 
industry (one finds it again and again 
in scientific works on the subject and 
in reports), could well be dispensed 
with, at least as far as one important 
branch is concerned, namely, weaving. 


The Finishing Industry and the Trade: 
Size of Orders and Number of Houses 


In the finishing branch of the in- 
dustry such accurate information is 
not available as was the case in the 
mechanical branches. Similarly good 
technical specifications are not pub- 
lished; moreover, production capacities 
in the same kind of installation may 
differ very widely. Certain statistics 
from various sources were obtainable, 
but it would occupy more space than 
would be justified by the results to 
work them out here. Let it suffice 
to say that one has the general im- 
pression that England has a fairly 
good finishing industry, sufficiently de- 
veloped to serve satisfactorily the whole 
cotton industry in its present condition. 
The finishing works are generally of 
moderate size, slightly, if at all, on 
the small side, perhaps. As to special- 
isation, the general impression is that 
it seems to be satisfactory. It should 
be borne in mind that most of the 
finishing works are employed “on or- 
ders” from the commercial houses. 

One trouble which has not yet been 
touched upon is very prevalent in 
the printing and dye-works, namely 
the handling of too small quantities 
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to one technical specification, which 
again is the result of a forced accept- 
ance of too small orders. The con- 
sequences to working efficiency are 
no less disastrous than those entailed 
by insufficient specialisation, although 
not directly connected with it. In 
printing works, for example, much 
preparation has to be done before the 
actual work commences, and whether 
large or small quantities are to be 
printed, those preparations cost roughly 
the same in time and money: samples 
have to be printed and a standstill 
occurs while machinery is cleaned and 
reset, whatever the size of the order. 
If this happens very frequently it 
is fatal to the plant efficiency. The 
same thing holds good for dye-works, 
though perhaps to a less degree. 

In connection with this problem, 
let us return for a moment to the 
weaving industry. In Blackburn and 
in Colne a similar trouble is encoun- 
tered in the form of too small orders 
and too small quantities to a specifica- 
tion, especially as regards designs. 
The fundamental cause of the difficulty 
lies, of course, in the organisation of the 
English trade, which will be discussed 
at length later. But the manufac- 
turers themselves are also somewhat 
to blame, as they often set the mini- 
mum quantity for orders too low; 
and when trade is slack they accept 
orders which they ought to have re- 
fused from a point of view of rational 
production. ‘This is a greater mistake 
than ever in the present day, as for- 
merly the minimum quantities accept- 
able were considerably lower than the 
average size of orders, whereas nowa- 
days very many buyers never order 
more than the minimum quantity. 
The larger orders which used to keep 
the average at a reasonable level, are 
now generally wanting. So that, as a 
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matter of fact, the minimum quantity 
acceptable ought to be raised; but keen 
competition and a chronic want of or. 
ders make many manufacturers afraid 
to take what is otherwise a logical 
measure of economy. 

In addition to which, orders are 
all too often given at the last moment, 
so that they have to be given preced- 
ence; rather, the merchants insist on 
their being given precedence. All this 
causes the setting up of much too 
short warps on the looms, not to 
mention the half pay that has to 
be expended on hands kept waiting. 
In the small mills, making expensive 
fashion fabrics such as those in Colne, 
hurry orders or repeat orders! in the 
middle of the season are only to be 
expected, and they are distributed over 
a large number of looms in order to 
make delivery as quick as possible. 
This can be regarded as _ inevitable 
and inherent in the caprices of fashion 
and therewith to this type of mill. 
Notwithstanding which, the working 
efficiency might often be much better 
than it is. The case is_ entirely 
different, however, as regards the larger 
mills at Colne, and especially those in 
Blackburn, where much standard cloth 
is woven and other goods in which 
timely orders are quite possible. In 
these cases, if production and sales 
were only properly organised, very 
small orders and short warps need 
be only exceptions. 

The centre of gravity of Lancashire's 
trade lies with the cotton goods, and 
the trade in cotton goods depends 
nearly entirely on exports. This fact 
is reflected in the division of trading 





10 This is really a separate problem, which can not 
be discussed here. It has been touched upon in “The 
Factors of Location of the Cotton Industry.” Further 
information on repeat orders may be found on pp. 
381-383. (For Dutch title see below in note 11.) 
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into “‘home trade”? and “‘ex- 


rt” houses. According to the Survey 
Textile Industries, 1928, about 150 
unts are included in the home- 
lists and about 1,000 in those 
e export trade. These are com- 
ial houses handling goods after 
have left the factories and finish- 
» works. Besides these, there are 
ree or four hundred merchants, com- 
ission agents and so on, who occupy 
mselves with the trade in grey and 
lf-finished cloths, both for home use 
1 the overseas markets. 
When one takes into consideration 
that the majority of this very 
number of commercial houses in 
export trade consists of small 
one is bound to arrive at the 
on that the trade is split up 
o many small units, a dividing 
Most of the 


eC 


rces and efforts. 


export merchants are members of the 


Manchester Chamber of Commerce 
| belong to one or an other of the 
wing sections, which are formed 
nomic, geographical or technical 
s: Home and Overseas Dominions, 
lirica, India, China and Far East, 
Europe and U. S. A., Central and 
south America, and Egypt, Greece 
1 the Levant. 
ihe commercial houses specialise 
a rule in one particular market and 
ften serve only a small section 
a custom not unknown among 
Dutch houses, with a few excep- 
among the largest. In the best 
es the house will have its own offices 
eas, or else it will have a wholesale 
ler (seldom more than one) in 
markets, with whom a more or 
s permanent relation is maintained, 
that one may say there is some kind 
commercial and technical coopera- 
n, even if not very close. But this 
ially the beginning and the end 


of all cooperation between sales and 
production. It is true, there are ex- 
port houses which maintain a regular 
business with certain weaving mills, 
especially in Blackburn and Colne, 
and which send the goods they buy 
by preference to certain finishing works; 
for they know by experience that these 
works will finish the goods to their 
satisfaction and as they are accustomed 
to receive them. Nevertheless, a frac- 
tional difference in price will sometimes 
cause the order to be placed with 
some other firm without any special 
experience, and where the true costs 
of production are by no means lower 
but where orders are only at that 
moment badly needed. ‘The conse- 
quence is, that in the factory which 
has thus been cut out, all the trouble, 
calculations and trials have been done 
for nothing and from the view-point of 
the industry as a whole must be counted 
as loss. ‘There are for the big export 
markets some hundreds of merchants, 
and for the section of the market 
served by a small firm there will be 
at least a dozen or even a couple 
of dozen competitors as well as out- 
lets. The weaving mill thus can try 
to get compensation for its dearly 
bought experience (sometimes special 
machinery has been acquired for a 
certain purpose) in the form of orders 
through a new connection. Of course, 
the success of such an attempt is 
not certain and, in any case, it will cost 
time, involving a lower plant efhciency 
for the factory insufficiently occupied 
in the mean time. Here is where the 
vicious circle meets, for even if the 
attempt meets with success, Lancashire 
has no reason to rejoice, for now the 
new and the old trade connections 
begin competing with each other and, 
if the article happens to have been 
something new and special, in a very 
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short time the market for it is spoilt, 
that is to say, the margin of profit 
becomes so very narrow that neither 
merchant nor mill is sorry when it 
drops out of the market. 

The extremely keen competition 
among commercial houses, on the other 
hand, prevents a weaving mill, or 
a finishing works working for its own ac- 
count, from supplying one kind of 
fabric to more than one merchant, 
which naturally limits the quantities 
of one kind of fabric which it can put 
on the market to the amounts the 
merchant or his overseas dealer can 
sell in his district, and to the amount 
of credit the mill can safely give him. 

The complaint is often heard that 
the representatives of some of the 
smaller firms lack technical knowledge 
and even a sufficient knowledge of 
the export market they serve and its 
economic possibilities. A big com- 
mercial house can cover a much larger 
field, can establish agencies here and 
there and sell far larger quantities of 
the same make of cloth, all circum- 
stances which render a rational pro- 
duction more feasible. 

As matters now stand, 1t is the small 
size of the numerous commercial houses 
which hampers the expansion of the 
factories, and, on the other hand, it is 
the large number of small commercial 
houses which make it possible for all 
the small mills to have their own special 
export house and thus to maintain their 
existence. The vicious circle is here- 
with complete, and as to the rationality 
of production and distribution, the less 
said about 1t the better. 

If there were only big commercial 
houses, better able to fulfill their proper 
task, even then the mills would be 
exposed to the danger that, by a sudden 
rupture of connection, they might be 
detached from the market for their 
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goods. A right insight into the mutual 
interests of mills and merchants wil] 
prevent such a thing’s happening very 
easily, but without exception a right 
insight is never present. 


Transport as a Cost Factor 


It does not fall within the scope of 
this article to describe all the weak 
points in the organisation of production 
and sales, and further technical-eco- 
nomic observations may therefore be 
dispensed with. There is one question, 
however, which undoubtedly arises in 
the mind of the reader and needs an 
answer, viz., whether a_ separation 
of the branches of the industry has 
no disadvantage from the point of 





view of transportation. Of course, : 
this will be the case to a certain extent; c 
but it must be remembered that the ( 
distances to be covered are very small 
in this closely concentrated industria! ( 


area, and also that there are good paved ' 
roads and plenty of railways. Motor ' 
transport has greatly reduced expenses, 
as well as effected a saving of time. 
On the whole, only the separation of ' 
the spinning and the weaving branches , 
may be called a disadvantage, as the | 
finishing processes are usually done 
in separate plants elsewhere. If one 
makes a rough calculation of the moto! 
transport costs and expresses them 
in the cost of goods, they amount at 
the most to about 0.1% for low-priced 
printed cotton goods (standard prints), 
to no more than 0.25% for low-priced 
bleached cotton goods (standard 
bleached shirting) and to 0.16% ol 
the cost price for cheap yarn-dyed 
goods. In making this calculation 
(motor transport) we have taken the 
longest distances between mills which 
are to be found in Lancashire. For 
the distance between Oldham, the great 
spinning centre, and Blackburn, where 

















rice givel 








large quantity of the Oldham yarns 
used, the fractions of the cost 
‘n above may well be reduced 
two thirds of those calculated; for 


oties, the transport costs about 


1% of the whole. 


[t may be remarked here, in con- 

with the question of transport 
ts for raw materials to the factories 
| for finished goods to the markets, 
t it has transpired, in the course of 


nvestigations into the factors con- 


buting to the location of a cotton 


lustry,!! that these costs, or rather, 
lifferences of transport costs between 


districts concerned, have but a 
y slight influence on the cost price 
the goods in the markets, as far as 
industry of the English type is 


ncerned. As opinions on the matter 


fer, however, in connection with 


n competition, it will be dis- 
1 more fully later. We should 
omit the observation, that as 
is the factors: power, climate 
water for technical purposes 
chemical processes), the differ- 
iffecting the cost prices of Lanca- 
also of Holland and Japan 
extremely small. 

there is scarcely any industry in 
world which enjoys such excellent 
lites for cheap transport as Lanca- 
re, not only within the district, but 
as regards the supply of raw 
from overseas and the dis- 

of the finished goods. 
\merica is still the chief source of 
ly for Lancashire’s cotton; a great 
| Egyptian cotton is also used, 
a comparatively small amount 


mes trom India. That section of 


lustry which is our chief con- 
es American cotton almost ex- 


De Vestiging sfactoren der Katoenin- 
le Vereenigde Staten van Amerika (Rotter- 
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clusively. The transport by sea is 
cheap and, generally speaking, does 
not greatly affect an expensive product 
such as cotton. The cost of the ocean 
transport of big cargoes is so little 
that, for example, the freight price 
of cotton from Galveston, Texas, to 
Liverpool or Manchester Docks is only 
about 0.65 dollar-cent per pound; the 
carriage from the docks to the spinning 
mills by rail or road brings the total 
transport costs to 0.75 cent at the most. 
Most of the cotton mills in the U. S. A. 
itself pay 25% more than this in 
transport costs, some of them even 
up to 1.2 cents. In Japan, where 
recently more American cotton is being 
used in proportion as the mills make 
better class goods, the average trans- 
port costs will certainly be 1.3 dollar- 
cents for most spinning mills; for cotton 
from India they will be about 1.2 
dollar-cents, calculated on the basis 
given in the well-known book of the 
Netherland’s Consul de Roos.'* Nor 
does the Italian industry, located in 
the plains of the Po, obtain its raw 
cotton from Egypt any more cheaply 
than the mills in Lancashire, the dis- 
tance from the docks to the mills 
being so short in England. 

As regards the dispatch of the fin- 
ished goods, the transport costs are 
very low in comparison with the prices 
of the goods. For example, the freight 
from Liverpool to Shanghai is only 
2% of the price of cheap, coarse cot- 
ton cloth, while the freight to Samarang 
is still less and so it is to Buenos 
Aires. However low the freight paid 
by Japanese manufacturers, they can 
scarcely have any advantage of impor- 
tance because of this, even in the 
neighbouring Chinese market; the same 

12 W. H. de Roos, Consul of the Netherlands at 
Kobe: De Japansche Katoen Industrie (The Hague, 
1928). 
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applies to the industry of the U. S. A. 
in South American markets. Even 
the Chinese factories at Shanghai have 
an advantage in their own markets of 
only 0.3%. Moreover, the freight 
prices from New York and from 
Liverpool to Buenos Aires and even 
to China do not differ very much, 
at least not for such valuable cargoes 
as cotton goods.'® 


The Crux of the Problem 


Inquiries into the organisation of 
production and the location of the 
modern cotton industry in general 
have all tended to show that all 
other factors influencing the cost price 
are negligible in comparison with the 
great factor, labour. In the problem 
of Lancashire one comes to the same 
result: however one may turn and 
revolve the problem in one’s mind, 
one always returns to the two points 
raised from the beginning, viz.: 

1. The standard of wages, combined with 
efficiency, and the hours of labour. 

2. Organization of production and of sales. 

The result of the foregoing investiga- 
tion into the true structure of the 
cotton industry points to a conclusion 
which differs greatly from the opinion 
generally held, namely, that the cause 
of the trouble is to be found chiefly 
in the spinning mills and that a ration- 
alisation here, coupled with financial 
reform, is all that is needed. Regarded 
from the standpoint of the industry 
as a whole, in which all the groups 
stand or fall together, the state of the 
organisation of production in the weav- 
ing branch is in a far worse condition, 
not to mention even the splitting up 
of the trade by division among so many 
small dealers and the badly maintained 
contact between sale and production. 


18 These figures may be found in De Vestigingsfac- 
toren der Katoenindustrie, pp. 357-359. 


Improvement can only be effected by 
a complete vertical combination, spin- 
ning, weaving and finishing, whereby, 
besides the rationalisation of the spinning 
mills, at least as much attention be paid 
to the state of the weaving branch, and, 
above everything, an efficient trade organi- 
sation be created. Although less desirable 
in a technical-organisation sense, much 
might be achieved by the creation of a 
corporation consisting of some horizontal 
combinations with very far reaching 
interlocking relationships. 

Every horizontal combination of 
groups which stops short of this (the 
spinning mills only, for example) is 
only patchwork; after all, a chain is 
no stronger than its weakest link. In 
the world markets one is bound by a 
certain maximum price for one’s prod- 
ucts, not only by competition, but 
also by the comparative elasticity of 
the demand for very many of the 
products. Whole groups of buyers 
stand on the very margin of con- 
sumption, and in practice one often 
sees how a 10% increase in price 
will result in the decline of the quan- 
tity of import of that product by 
about 10% also. A certain group 
in the industry, let us say the spinning 
mills, might temporarily, especially after 
a financial reorganisation, occupy a 
strong position and obtain higher prices 
for yarns, but that would only shift the 
difficulties on to the weaving branch. 
It would most certainly not effect 
an increase in the sales. 

The Japanese cotton industry 1s 
very strongly integrated, especially 
the exporting section which consists 
mostly of combined spinning and 
weaving mills closely allied to large 
commercial houses having their own 
offices and warehouses in the export 
markets. Italy also, which is offering 
a good deal of competition Eng- 
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.nd in Egypt and the Levant, is well 
guainted with vertical combinations 
its industry, and so is the United 

tes of America. For various rea- 

; the desirability of combined mills 

t so evident in Holland as else- 

re: nevertheless, most of the larger 

manufacturing for export com- 
spinning and weaving in their 
ls and have, at least for some of 

e world markets, close and direct 
nnections with large export houses. 
Readers of articles in English and 

her economic periodicals, or in the 

xtile-trade journals, dealing with 
dificulties of Lancashire and the 
sals and attempts to cope with 
, will have noticed that all the 
lusions are made without any 
ugh examination into the eco- 
structure of the cotton industry 

a whole; at least, nowhere is it shown 

even mentioned. Even Daniels in 


Royal Statistical Society only 
hed on this point for a moment 
dealt with local specialisation. 

he specialisation of individual factories 
i the production capacity resulting 
primary agglomeration remained 
ely outside consideration and so 
the organisation of the collecting 
listributing trade. B. Ellinger, in 
discussion following Daniels’ intro- 
was the only speaker to put 

inger on one of the weak spots, when 
aid: “through the multiplicity of our 
‘rchants and manufacturers we have 
ated for our trade hundreds of 
sands of different standards;’’ but 
*, and that of G. W. Armitage 

the beginning of the year in the 
nchester Guardian, are about the 
ones heard on this question. 
lire as a whole remains with its 
ed on the spinning mills, and the 
t partof the press does nothing but 


stress that one point also. ‘The concen- 
tration in this branch of the industry is 
spoken of as if it were the main object 
and as if, coupled with financial reform, 
it would save the situation. 

It is not to be supposed, however, 
that the leaders of the Lancashire 
Cotton Corporation do not see matters 
in the true light and that they have 
not had a careful examination made 
into the structure of the industry, or 
perhaps they are still investigating. 
The phrase has not yet been pro- 
nounced, but the final object of their 
endeavours will probably be a complete 
vertical trust, comprising the spinning, 
weaving and finishing groups, or, since 
very many people in Lancashire seem to 
like that form of organisation better, a 
corporation of three closely united con- 
centrations from among those groups, 
in addition to a closely united and very 
complete sales organisation. It is most 
likely that before this end is reached 
opposition will have to be overcome in 
some quarters and there will be other 
difficulties (the sales can not of course 
be stopped during reorganisation), 
but the reasonableness of this intention 
is too evident for it ever to be aban- 
doned. That being so, we know that 
the English, and especially the men 
from the North country, will not rest 
until their object is attained. Lanca- 
shire can stand a great deal yet and is 
still a great power. 

The industries in other countries will 
therefore do well to reckon seriously 
with the possibility of the formation in 
England of a big complete vertical trust 
with its own selling organisation, or 
some equivalent corporation composed 
of closely interlocked horizontal groups. 


Editor’s Note: A second article by Dr. Wisselink, 
indicating the possible improvements in the English 
cotton industry through concentration, and its effect 
on competitors, will appear in the April number ofsthe 
Harvarp Business REviEw. 








RECENT ENGLISH COMPANY LAW REFORM 
By BISHOP C. HUNT 


companies incorporated under 

general acts has been a moot 
question in England for several years. 
The Wrenbury Committee of 1918, al- 
though concerned primarily with ques- 
tions arising out of war conditions, 
dealt with some problems of more than 
temporary interest. A bill which pur- 
posed to extend requirements in regard 
to the prospectus was _ introduced 
in 1924. It did not reach a second 
reading, however, and in 1925 the 
Board of Trade appointed a com- 
mittee to consider the desirability 
of amendment. Their report,! based 
upon extended evidence submitted by 
a large number of organizations and 
upon a wide range of expert opinion, 
constitutes the first comprehensive re- 
view of company law and practice in 
over twenty years. 

A competent critic? has characterized 
the attitude of the report toward 
existing conditions as somewhat “‘com- 
placent.”” In the Committee’s opinion 
some of the more recent abuses were 
to be regarded as merely temporary 
concomitants of post-war readjustment, 
others as an inevitable part of the 
price to be paid to secure the benefits of 
“the limited-liability system.” The 
great majority of companies were “hon- 
estly and conscientiously managed,” 
and the law was considered to be on 
the whole satisfactory in meeting the 
needs of the public and the require- 
ments of private business. 

Adhering to the traditional view, 


ae canes of the law governing 


1 Cmd. 2657, 1926; Vide also, Minutes of Evidence. 
2 Cf. Economist, June 12, 1926. 

3 Cf. Gladstone Report, 1844; Davey Report, 1895; 
Loreburn Report, 1905. 


that legislation is not a substitute for 
the exercise of common sense by in- 
vestors, the Committee refused to 
advocate “the imposition of statutory 
regulations and prohibitions calculated 
not merely to put a stop to the activi- 
ties of the wrong-doer but to place 
quite intolerable fetters upon private 
business.”’ The belief that fraud can 
be prevented by mere Act of Parlia- 
ment dies hard. 

Nevertheless, the Act of 1928,‘ which 
substantially embodied the Commit- 
tee’s recommendations, introduced im- 
portant and in some respects drastic 
modifications of the existing code, one 
already stringent from several points 
of view, especially if compared with 
many American statutes. 

The chief problems examined by 
the Committee may be considered 
under the following headings:° 


Regulation of Issue and Sale of Securities 
Accounting and Audit 

Directors and Management 
Amalgamation and Reorganization 


Rights of Shareholders 


Regulation of Issue and Sale of Securities 


(a) Contents of the Prospectus. An 
offer of securities direct to the public 
through the medium of a company 
prospectus is a particularly common 
method of raising capital in England. 
On the theory that the doctrine of 


418/19 Geo. V, C. 45. In effect Nov. 1, 1929. 

’ Except where noted to the contrary, reference 's 
had to public companies. A private company ' 
one which by its articles of association (a) restricts 
the right to transfer its shares; (b) limits the number 
of its members to 50; and (c) prohibits any invitation 
to the public to subscribe for any shares or deben- 
tures. The private company enjoys several privi- 
leges and immunities. Vide infra. 
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emptor is of but limited applica- 


the law already had defined 
usly the information to be 
bited in any prospectus which 


public subscription to a com- 
shares or debentures. It was, 
equently, a sober recital of facts 
‘than a glowing fanfare of manu- 
tured optimism and gave to inves- 
an opportunity of making an 
ependent inquiry before coming to 
n. Under the new Act, there 
t in addition be set forth the rights 
rticipation and voting attached 
and dividends paid (or not) on 
class of share, and an auditor’s 
of the profits of the business 
any business to be purchased 
the proceeds of the issue for 

ich of the three preceding years. 
it has been made illegal 
y, £500) to issue any form of 
ication for securities unless accom- 
ed by a containing 
‘equired particulars. This regu- 
doubt, is intended to do 
y with the use of newspaper adver- 
ng containing an abridged prospec- 
with application blank attached. 
amplification of the requirements 
s aimed, in the words of the Committee, 
ovide the public “‘with the facts 


, 
Further, 


prospectus 


are obviously most relevant 
to know, the suppression of 
is calculated to mislead the 


nwary.” ‘The Committee declined to 
ept the recommendation of the 
ated Chambers of Commerce 
the prospectus should exhibit 
total promotion profits made 
a period of two years from the 
riginal purchase to the last vendor 
he company.” It was held that 
provision would hamper enter- 
an unjustifiable extent, a 
‘evil than occasionally extrava- 
motion profits. 
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The new statute has remedied the 
anomalous position of foreign com- 
panies and of the vendors of foreign 
securities who were not subject pre- 
viously to the requirements as to filing 
reports, et cetera, or bound by the 
restrictions relative to the contents of 
any prospectus issued. 

(6) The Offer for Sale. Conspic- 
uous in preliminary discussions of re- 
form,® as well as in the evidence 
before the Committee, has been a 
comparatively recent innovation having 
no legal status, the so called “offer for 
sale’’—employed in many cases to 
avoid the strict prospectus require- 
ments “‘as a cloak for a public issue.”’ 
A company sells a block of its securities 
to an issuing house, which in turn 
makes an ‘‘offer for sale”’ to the public 
in the form of a prospectus. But such 
an offer, not being made by the com- 
pany itself, does not fall within the 
scope of the law, and the directors, 
therefore, are not liable for the quan- 
tity or quality of information given. 
Obviously, opportunity for suppressing 
inconvenient details is thereby afforded 
to the unscrupulous. The Act of 1928 
makes law of the recommendation of the 
Committee that “‘where the company 
issues shares in such circumstances 
and the directors know that there is 
going to be a public offer, they should 
be under the same liability to see that 
the public has proper information as 
they would be if the company itself 
were issuing a prospectus.” It may 
be noted also that the “sale prospec- 
tus’? must contain, in addition to 
information ordinarily required, a state- 
ment of the net amount received by the 
company from the sale of the securities. 

(c) The Minimum Subscription. Al- 
lotment of shares upon insufficient 





6 For example, Bankers’ Magazine, Vol. 68, pp. 


24 
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capital was considered by an earlier 
committee on revision to be no less 
“‘typical a cause of failure and of loss 
and disaster to shareholders than the 
‘loading’ of the purchase money’? 
(v1z., overcapitalization). An attempt 
to deal with the problem was then made 
by requiring that companies prescribe 
in their articles of association (by-laws) 
a “minimum subscription”? on which 
directors might proceed to allotment of 
shares. Practically, because of the low 
minimum generally fixed, the provision 
has been useless. The new statute 
attempts to make the requirement 
more effective. In addition to infor- 
mation as to the amount and sources of 
funds otherwise provided, the prospec- 
tus is to contain particulars relative 
to the minimum which in the opinion 
of the directors must be raised by the 
issue of the shares in question to pro- 
vide for: 


1. The purchase price of any property 
to be bought out of the proceeds. 

2. Any preliminary expenses, including 
underwriting commissions. 

3. Working capital. 


Shares may not be allotted until an 
amount sufficient to cover such ex- 
penditure is subscribed and paid to 
the company. 

In sum, the information which is 
now made available would seem to 
afford to the prospective investor the 
facts fundamental to an intelligent 
choice. The rationality of the average 
investor does not concern us here. 
One may cordially commend the require- 
ment of a larger amount of publicity 
as well as the Committee’s refusal to 
sanction any relaxation in the law. 
The objective set up in the earlier 
report (1895) has been more nearly 
attained: 





? Report of Davey Committee, 1895, S. 26, 27. 
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It may be a counsel of perfection to say 
that a prospectus shall disclose everything 
which could reasonably influence the mind 
of an investor of average prudence. By: 
this—the ideal to be aimed at to secure 
the utmost publicity—is the end to which 
the new legislation should be directed. 


(d) Methods of Sale. Under the pic. 
turesque heading, “Share hawking,” the 
report discusses the problems raised by 
the sale of highly speculative or worth- 
less securities, particularly those of 
companies incorporated abroad. High- 
pressure methods of security selling 
(“‘share pushing”’) either by mail or in 
the manner of the itinerant and ubig- 
uitous American bond salesman (“per- 
sonal hawking from house to house”) 
are evidently phenomena of relatively 
recent appearance in Great Britain. 


In cases where fraudulent misrepresen- 
tations are made, the law provides a remedy, 
but in view of the difficulty of proving 
the facts, and in most cases of the lack of 
means in the victims, it is usually found 
impracticable to institute any proceedings, 
whether criminal or civil. It is regrettable 
that frauds of this kind should go unpun- 
ished, particularly when the victims belong 
to the poorer and less educated portions of 
the community. It is not easy to suggest 
alterations in the law to protect persons 
of whatever class who, in the hope of large 
profits, are prepared, without taking advice, 
to purchase shares in a company of which 
they know nothing beyond the flourishing 
and incomplete statements made by the 
individuals who offer them. At best their 
action amounts to the rashest kind of 
speculation; at the worst it shows a com- 
plete absence of the first elements of 
prudence and good sense. Nevertheless, 
the evil is one against which, in our opinion, 
some provision should, if possible, be made. 
We are under no illusions as to the possi 
bility of preventing the fraudulent from 
preying upon the uasuspecting, particularly 
when the latter are eager to speculate.* 


What are the remedies proposed? 
First of all, for the following reasons 


8 Report of 1926, p. 92. 
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Committee refused to accept a 
to license security dealers: 


[he practical impossibility of revok- 
ense on the ground that the holder 
| guilty of some misrepresentation 
first establishing a prima facie case 

tating an elaborate inquiry, the 
es of which would prove almost 
le, since in the great majority 
-s the companies are incorporated 


lhe fact that the holder of a license 


1 be able so to describe himself would 


ily give to any person with whom 
. false sense of security. 


wever, the Committee made two 
lrastic recommendations, later 
by Parliament. In the first 
ise-to-house selling of securities 
not to include business of- 
absolutely prohibited, on the 
that “the absence of any 
ipon the verbal statements of 
ker,’ generally an agent paid 
ission, coupled with the fact 
persons approached are in 

t most instances without 
iness experience, opens the 
the greatest abuses.”’ In fact, 
hawking becomes a criminal 


' 
( 


ly, with reference to the prob- 
ised by ‘“‘circularization” of 
ic, we are reminded that “a 
a company is a class of property 
in the sense that there is 
nm its face from which its 
1 be known or the nature of the 
y’s business ascertained.” In 
e of a public issue by the 
itself or on its behalf, protec- 
fforded in the information 
pulsorily set out in the pro- 
Henceforth, similar particu- 
o others, are to be contained 
ircular, in all written offers to 
not engaged in the business 
ng and selling securities which 


NS 


>) 


are not quoted on any recognized 
stock exchange, or in which permission 
to deal has not been granted by any 
recognized stock exchange. Whether 
or not this information will serve 
to put recipients on their guard is 
perhaps open to doubt, but the obliga- 
tion to furnish it will probably hamper 
the activities of dishonest traders with- 
out placing any undue obstacles in the 
way of legitimate business. Contra- 
vention of the law is punishable by 
fine or imprisonment or both, and, 
there is, perhaps, a still stronger deter- 
rent, the power of the Court to annul 
any contract made in breach of the 
provision. 

(e) Shares at a Discount. ‘The ques- 
tion of the advisability of permitting 
the issue of shares at a discount and, 
under the conditions prevailing, the 
inevitably related problem of limiting 
the amount of commission payable 
in consideration of subscribing to a 
company’s shares, “‘one of the chief bug- 
bears in company law,” appear promi- 
nently in the discussion. Before noting 
the new provisions, it is necessary to 
inquire into the origin of “the illogical 
and indefinite form of the law” pre- 
viously existing. 

Ernest Schuster maintained in his 
notable paper® on the regulation of 
German companies: 

There is one principle which should 
never be disregarded whenever the privilege 
of limited liability is conferred by law: 
the liability of a fund having a fixed and 
ascertainable value should be substituted 
for the unlimited liability of individuals. 
The value of this fund should on the forma- 
tion of the company correspond with the 
amount of its nominal capital, and pre- 
caution should be taken to prevent, as 
much as possible, the diminution of this 
fund during the company’s existence. 

9X Economic Journal 3 (1900). See also Memo- 
randum and Evidence before Davey Committee of 


1895. 
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It may be taken as a cardinal principle 
of the Act of 1862 (the first great 
consolidating statute, ‘“‘the Magna 
Carta of company law’’), that in the 
case of a limited-liability company, the 
nominal amount of the shares was 
payable in full, either in cash or its 
equivalent. Subsequently, the House 
of Lords described such payment as 
the price of the privilege of limited 
liability."° The original principle has 
been infringed to such an extent, 
however, that it can hardly be said to 
exist as a cardinal principle.'! The 
equivalence of the equivalent, if one 
may say so, has not been maintained in 
commercial practice, enforced by legis- 
lative enactment, or upheld by Court 
interpretation.'? In general, the Court 
will not go into the adequacy of the 
consideration.!® As Schuster pointed 
out, “The principle was departed from 
(in England) by the absence of any 
provision insuring that the property in 
which the capital is invested in the 
first instance is taken over at a price 
representing its true value.” 
Nevertheless, the House of Lords 
in 1892 had refused to sanction the 
issue of shares at a discount,' holding 
that there was nothing to justify the 
notion that that which the statute 
required to be paid in cash, subject 
to the qualification as to form of 
payment, should not be paid at all. 
This decision notwithstanding, the prin- 
ciple of issuing shares against a quid 
pro quo of cash or property was in 


fact undermined before the Act of 
10Lord Macnaghten in Ooregum v. Roper, 1892, 
| a ome ee 


Cf. Wrenbury Report, 1918, Cmd. 9138, S. 45. 

12 Vide opinion of Halsbury, L. C., case cited. 

13 Re Wragg, Ltd., 1897, 1 Ch. 796; Vide also 
Topham, Company Law, 6th Ed., p. 88. 

‘4 Ooregum v. Roper. In contrast to companies 
(public utilities) formed under Companies’ Clauses 
Acts, 1845, et seg. Vide Stratham v. Marine Pier Co., 


1899, 1 Ch. 199. 
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1900, which in legalizing the payment 
of a commission in consideration of 
subscription to shares—offered to the 
public—merely enabled direct and open 
achievement of what had Previously 
been accomplished in practice by “load. 
ing” the purchase consideration jp 
cash and shares which the “vendor” 
of the company received. However, 
this Act opened the door to more or 
less complete emasculation of the “car. 
dinal principle,” inasmuch as no limit 
was placed on the amount of com- 
mission which might be paid if author- 
ized by the company’s articles. The 
Davey Committee of 1895, on whose 
recommendation the new provision was 
enacted, pinned their faith on dis- 
closure of the facts to safeguard the 
public. 

The matter was again reviewed in 
1905. The Loreburn Committee con- 
sidered that the concession had been 
judicious, that it had not been abused, 
and declined to limit the amount of 
commission, holding it “better to leave 
each company, as the best judge of 
its own necessities, to fix the rate of 
commission for itself, provided there 
is full disclosure.”” In practice, the 
amount has often been 75% to 80%— 
clearly not a bona fide underwriting 
commission.!®> Although the committee 
recognized that this was in effect the 
equivalent, they refused, quite illog- 
ically it would seem, to sanction 
straightforward issue at a discount” 
upon the formation of a company. 
Although they did go so far as to 
approve of its use at a later stage, 
there was no enactment. 

It remained for the Wrenbury Com- 
mittee of 1918 to face the prob- 
lem squarely. Principle having already 





15 Vide Evidence, 1926, App. M, xxvii. 
16 It remained illegal: Re Pitkin @ Co. Lid., (1919) 
W. E.. 284. 
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valuation of property against which 
securities are issued is possible in the 
absence of any definite check such as 
exists in German law, even though 
preliminary contracts are open to pro- 
spective investors (as in England), and 
it is doubtful if the courts would 
uphold a capitalization that is purely 
illusory.'8 However, the absurdities 
inherent in the provisions in regard 
to the payment of commission have 
been removed and the privilege of 
issuing at a discount, carefully guarded 
though it is, should prove useful in 
practice. And, although opportunity 
still exists to make an unfair dis- 
tribution of the equities of a company 
at promotion, perhaps the matter is 
not so important a question as Schuster 
maintained. Certainly creditors are 
more interested in the character of 
assets than in nominal capital; the 
maintenance of an equivalence be- 
tween property and shares after pro- 
motion obviously depends on the success 
of the enterprise. 

(f) Shares of No-par Value. Inti- 
mately related, and to some minds the 
logical sequence of the condition of 
the law and of allowing commission 
and discount, is the question of shares 
of no-par value. British law continues 
to preclude their issue. In spite of 
weighty opinion in favor, and though 
recognizing force in the familiar con- 
tention that the removal of the nominal 
element from the face of a share 
certificate would by so much prevent 
deception of the public, the Committee 
remained unconvinced, or at least felt 
unable to advise on what in their 
opinion would involve “alteration in 
the law of a radical nature,” v1z., 
to allow the capital of a company to 
consist of the aggregate sums obtained 


18 Cf, Topham, op. cit. p. 87. 
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by the sale of such interests as a share 
represents and might command. The 
general tenor of the proponents’ argu- 
ment is similar to that of the claim 
so often advanced in America: the 
education of the public to the 
realization that a share represents a 
mere aliquot part of the net assets— 
that nominal value is “nothing more 
than a snare and a delusion.”” The 
change would force the investor to 
look at the balance-sheet, “‘to ascertain 
and inquire for himself what is the 
value of a share.”’ No account seems 
to be taken of the fact that after 
removal the problem of valuation would 
still remain. The chief merit of the 
proposal!*—that of relieving a company 
of dilemmas and expense in altering 
its capital, in enabling the issue of 
shares at a price not below par, regard- 
less of current market values—while 
recognized, does not seem to be widely 
appreciated. The fiction of equiva- 
lence still dominates, and issue at a 
discount is to be the avenue of escape 
in time of need. 

It may be mentioned here that the 
right to issue redeemable preference 
shares has been given under the new 
Act, though in fact carefully restricted. 
Further, the practice of a company in 
providing money for the purchase of 
its own shares has been prohibited, 
except in the case of loans made to 
employees for the purpose or in the 
ordinary course of business. 





Accounting and Audit 


Extensive and much needed, though 
in some respects inadequate, reforms 
are introduced in the matter of accounts 
and reports, their form and content, 
and their availability. Requirements 
under the old law were astonishingly 


19 Cf. Bonbright, 38 Quarterly Journal of Economics, 


449 et 5eq., 1924. 


meager. ‘There was no direct statutory 
obligation to keep proper accounts 
or to draw up balance-sheets. Such 
financial statements as_ directors 
cared to render to shareholders were 
often models of obscurity.2° The in- 
formation published by holding com- 
panies was often unintelligible, if not 
actually misleading. The annual re- 
turn has been described as ‘“‘a non- 
descript document not having the good 
points of a balance-sheet’’*! and, because 
of a fault in the statute, it was per- 
missible to file the same statement 
year after year. 

Information of a scanty nature— 
defective books—often comes to light 
in cases of liquidation. Henceforth, 
directors will be liable to heavy pen- 
alties if “proper accounts” have not 
been kept, “such books or accounts 
as are necessary to exhibit and explain 
the transactions of a company” with 
respect to: 


1. Receipts and expenditures and the 
matters in reference to which they take 
place. 

2. Purchases and sales, annual stock- 
takings, and (except in the case of retail 
business) sufficient data to enable buyers 
and sellers to be identified. 

3. Assets and liabilities. 


Every balance-sheet is to contain 
a summary of authorized and issued 
capital; of assets and liabilities, with 
particulars necessary to disclose their 
general nature—distinguishing between 
fixed and floating assets and setting 
forth the basis of valuation of fixed 
assets; to state separately (in so far 
as not written off) expenses of organi- 
zation and underwriting, good-will and 
other intangibles; to exhibit loans to 





20 Cf. Britain’s Industrial Future, pp. 85-87 (the 
Liberal Report). 

*1 Registrar of Joint-stock Companies, Evidence 
App. A. 
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any directors, investments in or loans 
to or from subsidiaries; and, if any 
liability is specially secured or prefer- 
ence shares are redeemable, to add a 
note to that effect. 

Presentation in annual meeting of a 
balance-sheet and profit-and-loss ac- 
count (content of the latter not speci- 
fied) is made compulsory for the first 
time. (With this exception, the prof- 
it-and-loss account “‘continues a pri- 
vate and confidential document;” it 
need not be filed, circulated among 
shareholders or produced upon their 
request. In fact, it is not the practice” 
of one concern in a thousand to dis- 
close anything beyond totals.) At- 
tached to the balance-sheet there must 
be: (1) the auditor’s report, which 
no longer may be merely referred to; 
and (2) a report by the directors in 
regard to (a) the state of the com- 
pany’s affairs, (b) dividends, and (c) 
the amount carried to any reserve 
hown on the present or to appear 
on a future balance-sheet. This latter 
provision seems to imply that directors 
are free to establish secret reserves.” 
The Committee did not consider a 
recommendation to make obligatory 
the creation of a general reserve fund, 
as is required under French and German 
laws.*4 

The position of the auditoras “guard- 
ian of the rights of shareholders”’ is 
strengthened by giving statutory sanc- 
tion to what is already the best pro- 
lessional practice in some matters: 
no partner or employee of any officer 
is qualified for appointment; auditors 


are entitled as a matter of right to 


attend and to address any general 
meeting before which accounts are 


“Evidence, Par. 926. 

Cf. Economist, Aug. 18, 1928. 

‘Evidence, App. FF., Memo. of Society of 
rporated Accountants. 


to be laid. The provisions of the Act 
to prevent a company from indemnify- 
ing a director for negligence or breach 
of trust are to apply part passu 
to auditors. The Committee refused, 
however, although urged by the London 
Chamber of Commerce, to recommend 
a more explicit and detailed definition 
of powers and duties, on the ground 
that such would “confine the law 
within the bounds of a rigid formula.” 

Old problems have appeared in new 
garments in the guise of the holding 
company, only in comparatively recent 
years a conspicuous form of organiza- 
tionin England. ‘The position in which 
shareholders often find themselves 
has been well described as “appall- 
ing.”5 For instance, a holding com- 
pany’s capital may be invested entirely 
in a number of subsidiaries, each of 
which is a private company and 
therefore under no obligation to file 
or publish a balance-sheet of any 
kind. Shareholders legitimately com- 
plain that without information more 
detailed than that provided by the 
“legal” balance-sheet, the “‘accounts”’ 
are unintelligible. Further, “in law 
there is nothing to prevent a holding 
company from using dividends re- 
ceived from profit-making subsidiaries 
in order to pay a dividend on its own 
shares, without taking into account 
losses suffered by theothers. Theeffect 
may be that the parent company is 
paying a dividend at a time when 
the group as a whole is in debit on 
the year’s working.’’”® 

There is a marked cleavage of opin- 
ion as to just what information, if 
any, ought to be provided. Should 
separate publication of the balance- 
sheets, et cetera, of subsidiaries be 
required, or, as an alternative, an 





25 Times, June 5, 1925. 
26 Report of 7920, S. 71. 
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amalgamated statement to embrace the 
entire undertaking? The consolidated 
balance-sheet (like no-par shares, “‘an 
American invention”’) has been vigor- 
ously attacked. It has been argued, 
in the first place, that to present “a 
conglomeration of assets and liabilities 
of separate companies as being those 
of an individual entity’? would be 
misleading to creditors, for the assets, 
et cetera, of a subsidiary are not those 
of a holding company.?” To others, 
an exhibit of the concern’s position 
as a whole is so obviously valuable 
that it would be “better to disregard 
the technical and legal situation and to 
assume the parent company as owner 
of the assets and as responsible for 
liabilities and the interests of minority 
shareholders.’’?8 

The issue of the separate statements 
of subsidiaries to supplement the “‘le- 
gal’’ balance-sheet, urged by high ac- 
counting authority, has also met sharp 
objection, on the score that the infor- 
mation would enable competitors to 
single out for attack the more profit- 
able branches of a business and that 
in any case “to know the way in 
which subsidiaries stand, and which 
branch is profitable and which is not, 
is a privilege to which shareholders 
are not entitled.”’”® 

The new provisions are somewhat 
disappointing. Private companies are 
to continue to enjoy their present 
exemption from filing accounts of any 
kind. Even the Report of 1905, follow- 
ing which the distinction was first 
introduced, did not favor the exemp- 
tion. The Committee also declined 
to recommend the consolidated state- 
ment, believing that such a matter 


27 Sir A. Whinney, Times, June 3, 1925. 
28Garnsey, Holding Companies and Their Accounts, 


p. OF. 
29 Evidence, Par. 3777. 


should be left to shareholders. How- 
ever, there is to be annexed to the 
legal balance-sheet of the holding com- 
pany a signed statement as to how profit 
and loss of subsidiaries has been dealt 
with (aggregate figures may be shown) 
and, in particular, to what extent: 


1. Provision has been made for losses 
of any subsidiary in its own accounts or 
in those of the parent company. 

2. Losses have been taken into account 
by the parent company in arriving at its 
own profit and loss. 


The prevalent attitude toward pub- 
licity has been suggested. Some thirty 
years ago, as eminent an authority 
as Buckley (later Lord Wrenbury) 
seriously argued that to require com- 
panies to publish their balance-sheets 
would “work an infinity of mischief 

. would deal a death blow to limited 
liability . . . would give the system 
such a shock that it would go out of 
fashion’’*°—all on the score that a 
concern ‘“‘could not profitably trade 
remuneratively if competitors knew 
its results.” He held that there is no 
ground, because persons take advan- 
tage of limited liability, for throw- 
ing upon any obligation to do that 
which a private trader is not bound 
to do. This view may perhaps be 
tenable with regard to the small pri- 
vate company, and the distinction 
between private and public companies 
offers a valuable suggestion with regard 
to American corporation law, the pro- 
visions of which are generally appli- 
cable to all corporations, without regard 
to size or scope. However, secrecy 
is no inevitable privilege of private 
business generally. The new Act deals 
a long overdue and not altogether mild 
blow to what has been termed “the 
instinctive secrecy of the British busi- 





30 Before House of Lords Committee, P. P. 1898, 
IX 392. 
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ness man.’’ Some measure of publicity 
is to be secured by the requirement that 
all companies file with the annual re- 
turn their latest balance-sheet with 
documents annexed, send it to share- 
holders before the annual meeting and 
provide a copy upon application to any 
holder of shares or debentures. 

‘Periodical accounts if honestly made 
and fairly audited can not fail to excite 
attention to the real state of the con- 
cern.” So wrote Gladstone in 1844. 
He was no timid advocate of compul- 
sory publicity as a remedy for corporate 
ills. ‘The new provisions are undoubt- 
edly a positive step in advance, despite 
the glaring omissions mentioned, espe- 
cially the absence of any requirement 
to place on view the relevant informa- 
tion as to profitand loss. ‘The criticism 
of this section of the Report put 
forth by the Economist*®! seems well 
taken: ‘““The Committee takes up a 
too professional attitude and never 
seems to have envisaged that with 
the growth in size and power of great 
joint-stock companies, their published 
accounts have become a matter of 
public economic interest, and that the 
revision of company law should be 
approached not merely from the point 
of view of the company itself but from 
that of what the public ought to 
know.”’ The conservatism of the Com- 
mittee is pointedly suggested in the 
following remark of the Chairman in 
answer to an argument for increased 
publicity of accounts on the ground 
of the public interest: ‘The Committee 
is not entitled to recommend an amend- 
ment which is based on some partic- 
ular view of social policy or advantage 

our object is not social reform but 
the business administration of the 
Company Law.’’? 

5! June 12, 1926. 

*? Evidence, Par. 5115. 





Directors and Management 


The law in regard to directors has 
been made more stringent in several 
ways. In particular, the liabilities at- 
taching to a directorship are sub- 
stantially increased. A recent case** 
brought home forcefully the quite un- 
justifiable exemption given to directors 
by the so called “wilful default” clause, 
commonly inserted in the articles of a 
company to relieve them of liability 
imposed by the general law of negligence 
and breach of trust and making it 
impossible to hold them even for gross 
negligence** or, in fact, for anything 
short of actual dishonesty. Any such 
provision becomes void. However, re- 
alizing that “‘under modern conditions 
it is in many cases quite impossible 
for every director to have an intimate 
knowledge of or to exercise more 
than a quite general supervision over a 
company’s business—that a director 
is often appointed because of some 
special knowledge or because he is in a 
position to obtain business,’’ the Com- 
mittee urged thatindetermining whether 
or not a director ought to be excused, the 
Court should take into account all the 
circumstances relating to his appoint- 
ment. The statute so provides. 

A director is placed under obligation 
to disclose to his colleagues any interest 
he may acquire in any contract with 
the company. An undischarged bank- 
rupt who acts as a director or takes 
part in the management of any com- 
pany without leave of the Court, or any 
director who is knowingly a party to 
failure to keep proper books, is liable 
to fine and imprisonment; he is liable 
to penal servitude for obtaining property 
on credit under false representation or 
pretense that the company is carrying 





33 In re City Equitable Co., 1925, 1 Ch. 407. 
34 In re Brazilian Estates, 1911, 1 Ch. 425. 
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on business. If it appears that busi- 
ness has been conducted with intent to 
defraud creditors, directors are liable 
to an unlimited extent for all debts of 
the concern. 

In the past it has been a common 
practice for directors, in a case of 
merger, to be compensated by the pur- 
chasing concern for loss of office. Not 
infrequently the information has been 
kept from the knowledge of share- 
holders. Such suppression is _ for- 
bidden. Not only must the facts be 
disclosed, but shareholders must also 
give theirapproval. Perhaps such pay- 
ment should be prohibited altogether. 

“Directors being trustees of share- 
holders should not accept such gifts 
from outside parties having relations 
with the company, since their accept- 
ance is apt to be misconstrued.’’*® 
Mr. Baldwin has warned against “ par- 
asitic directors who claim a kind of 
freehold appointment and oppose ra- 
tionalization unless bribed to retire.’’36 

One or two other problems invite 
mention. Directorships are in many 
instances assignable at the will of the 
holder. Such a practice “deprives a 
company of all effective control over 
its directors and managers, and the 
holder of the office is in a position to 
force upon the company for his 
own profit any person, whether suitable 
or not, who is willing to pay a price.’ 
The statute unfortunately does not 
embody the Committee’s recommenda- 
tion that such assignment be void 
unless sanctioned by special resolution. 
Directorships of this category are liter- 
ally “the pocket boroughs of the 
present day,” although this character- 
ization by the Liberal Report** was 


35 Times, Nov. 14, 1928. 

36 Tbid., Nov. 23, 1928. 

37 Report of 1926, S. 54, 55. 
38 Op. cit., p. 90. 


applied with reference to the fact 
that in the vast majority of instances, 
because of the diffusion of ownership, 
vacancies on a board are filled by co- 
option of existing directors, partly 
as a result of which a director considers 
himself entitled to office for life and 
expects to be succeeded by his son. 
Aside from nepotism, a directorship 
is too often considered as a pleasant 
sinecure and a desirable vested interest. 

“There is a vital difference between 
the responsibilities of those charged 
with the administration of public com- 
panies and of those who are engaged in 
business on their own account with 
their own money, or in partnerships or 
private companies. The finances of 
a public company are provided by the 
public, and the directors are the trustees 
of its affairs. As such, it is their 
primary function and duty to protect the 
interests of the shareholders.’** The 
question of the qualifications of direc- 
tors naturally suggests itself. First, 
from the technical-legal point of view: 
the Companies’ Act does not in fact 
require a director to be a shareholder, 
although the London Stock Exchange 
insists on this as a condition for listing 
and the articles of most companies 
require it. On the one hand, it has 
been urged that every director should 
have a_ substantial qualification— 
“ought not to act unless he has a 
substantial interest in it himself—such 
a financial ‘stake’ as would give con- 
fidence in his action.”’*® On the other 
hand, the Committee shared the view 
of those who point out that a compulsory 
qualification might prevent the election 
of an able man who has little, if any, 
capital to invest, that “‘the holding of 
a large number of shares has no corre- 
lation to an individual’s business capac- 





39Times, Nov. 14, 1928. 
40 Evidence, Par. 679. 
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ity or special professional knowledge.” 
The law remains unaltered. 

Secondly, with regard to qualification 
in the sense of ability and fitness to 
direct, to render the company valuable 
service, and to protect the interests 
of shareholders, some interesting sug- 
gestions have been advanced. Mr. 
Baldwin has expressed the opinion 
that more rigorous qualifications should 
be demanded—that “the ‘guinea-pig’ 
director should be relegated to his 
proper place—the museum.” ‘The 
Liberal Report urges compulsory retire- 
ment at the age of seventy. Undoubt- 
edly dead wood reposes on many 
boards—‘‘ There is in their constitution 
an actual and potential elementof inefh- 
ciency and conservatism in older estab- 
lished British businesses.’’4! Directors 
are too often appointed for reasons 
other than possession of ability—e.g., 
because they have “a nice-sounding 
name” which will lend to the concern 
a color of respectability and social 
distinction. ‘They are frequently “ex- 
pert in nothing at all.’’* 

How prevent the wide-spread peril 
arising from well-meant bungling of 
incompetent directors? In view of 
the difficulties that obviously inhere, 
doubts as to the effectiveness of any 
attempt at legislative solution of the 
problem of appointment are quite 
understandable. Immunity from lia- 
bility has without question lain long 
at the seat of many abuses. Schuster’s 
pungent statement, ‘‘Whereas German 
law requires the diligence of a prudent 
trader and presumes negligence in 
case of loss, English law recognizes 
but a shadowy liability for ‘negli- 
gentia’ and presumes diligence,’’** will 
no longer hold quite so fully—the new 





*' OD. cit., p. go. 
*? Registrar of Companies, Evid. Par. 582. 
*’ Vide Report of 1895, p. 19. 


measure will make directors more easily 
accountable. It may give some pause 
to “‘the mere thoughtlessness or loose 
thinking which causes members of the 
honorable professions to join the boards 
of numerous companies without even 
the qualification of some technical or 
business knowledge and experience.’’*4 


Amalgamation and Reorganization 


As is well known, there has been 
in England since the War a marked 
tendency towards amalgamation in vari- 
ous fields. The Act of 1928 takes 
some definite steps to facilitate the 
technical process in those cases which 
fall within its compass. First, it is 
declared that a company may amend 
its memorandum s0 as to obtain express 
power to amalgamate. In some in- 
stances, in order to preserve good-will 
or unassignable property rights, it is 
necessary to effect the amalgamation 
by a transfer of shares rather than 
by a sale of assets, to maintain certain 
units intact but at the same time to 
acquire theentireshare-capital. ‘“‘Hold- 
ers of a small number of shares of 
the company taken over (either from 
a desire to exact better terms or from 
lack of real interest) frequently fail 
to come into an arrangement which 
commends itself to the vast majority— 
with the result that the transaction 
fails to materialize.”*® ‘To remedy 
what may be in effect an oppression 
of a majority by a minority, the 
purchasing concern has become entitled, 
as a matter of right, where the transfer 
has been sanctioned by 90% of the 
shareholders concerned, to acquire the 
shares of non-assenting holders on 
the terms accepted by the others. 
The minority may appeal to the Court 
on any question of value or oppression. 





44 Times, Nov. 14, 1928. 
4S Report of 1926, S. 50. 
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Further, the Court is given power 
to approve schemes for amalgamation 
so as to provide, if desired, for the 
dissolution of any company involved 
without the necessity of winding up. 
In the case of “reconstruction’’—the 
process by which a company is put 
into liquidation and the assets sold 
to a new company formed for the 
purpose, with a share capital so ar- 
ranged that such of the shareholders 
who assent take shares in the new 
company with a further liability, and 
those who do not are paid off in 
liquidation—the Court may sanction 
compromises with creditors and share- 
holders, the adjustment of capitaliza- 
tion and equities, having regard, of 
course, to minority interests. 

Rejuvenation of a company by re- 
construction is objected to on the 
ground of expense and because of the 
prejudice created in commercial circles 
by “winding up.” As a cheaper and 
simpler alternative, the Wrenbury Re- 
port proposed to allow assessment of 
shareholders. Except in cases of amal- 
gamation, the Committee could suggest 
no other means of avoiding a winding- 
up, but, in view of a considerable 
divergence of opinion, made no positive 
recommendation. 

The new Act modifies the effect 
of a recent decision, *® which held that a 
collateral obligation imposed by the 
articles of a company upon a member, 
involving in certain events a liability 
to take further shares in the company, 
can be enforced, despite the fact that 
his liability to contribute in liquidation 
is limited by the Act. Notwithstand- 
ing any such article, no shareholder 
may henceforth be bound, except by 
his own specific agreement in writing, 
to any alteration in the articles which 


46 Agricultural Society v. Biddulph, 1927, A. C. 76. 


may require subscription for additional 
shares. 


Rights of Shareholders 


Consideration was given to some 
of the questions which cluster about 
the important general problem of intra- 
corporate rights. One phase in partic- 
ular of the divorce of control from 
ownership—the preferred shareholder’s 
lack of voting power—is held up as 
“vicious.” “Often an existing busi- 
ness turns itself into a company. Old 
members take ordinary shares in pay- 
ment for the property. Non-voting 
shares are sold to the public; . . . the 
business is ‘worked’ on money so 
obtained. The owners sell their busi- 
ness but do not part with it.”4? The 
preferred shareholder’s position is con- 
sidered to be analogous to that of 
an unsecured debenture holder— 
the mere absence of security is suffi- 
cient reason for giving him all the 
incidents of property ownership, espe- 
cially a voice in control.** It was 
vigorously urged*® that a _ statutory 
right to attend and to vote at general 
meetings, although a serious depar- 
ture from present practice, ought 
to be given to all members irrespective 
of the class of share held. However, 
the Chairman took the view that such 
an innovation would represent “an 
interference with individual freedom 
of action. If a man chooses to invest 
on such terms, why shouldn’t he? 
It is not a function of the Legislature 
to interfere with freedom of contract 
to that extent.”’®? 

The conflict of interest between share- 
holders of different classes has come 
into forceful relief in recent years 


47 Evidence, Par. 1017, et seq. 

48 Jbid., Par. 4649, et seq. 

49 By committees of the Stock Exchange and Associ- 
ated Chambers of Commerce: tbid., App. D. 

50 Evidence, Par. 1021. 
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with the frequent alteration, under 
modification clauses in the articles, of 
the rights of preferred holders in com- 
panies which have found themselves 
unable to pay the high rates of dividend 
borne by preference shares issued dur- 
ing and immediately after the war. 
“The rights of preferred shareholders 
are insufficiently guarded, for when 
severe losses are incurred the ordinary 
shareholders are able to throw part of 
the loss upon the preference holder, 
whose privileges of participating in 
increased profits are small or do not 
exist, and whose responsibility for losses 
should be correspondingly restricted.’’*? 
Frequently, in meetings on alteration 
of rights, ordinary shareholders, being 
preference holders also, vote for some 
scheme affecting the rights of the 
preferred holder, but having in mind 
their own interests as ordinary holders. 
“Extraordinary and very unfair al- 
terations against the interest of one 
particular class have been made 
because often only a few of them 
realized what was happening, and many 
did not attend the meetings because 
they knew they would be swamped 
by the votes of those with other 
interests.”®* The Committee refused 
to restrict the use of modification 
clauses, believing that they serve a 
most useful purpose, and they did not 
consider it practicable to prohibit ordi- 
nary shareholders from voting at a 
meeting of preference holders, finding 
“the remedy to lie in giving to the 
Court in proper cases a power to 
review the resolution of a class meet- 
ing.” The dissenting holders of not 
less than 15% in the aggregate of the 
shares affected are now entitled to apply 
to the Court for review. 

The wide-spread diffusion of owner- 

5! Memo. Soc’y Inc. Accountants, ibid., App. FF. 

*? Topham, K. C., in Evidence, Par. 1139, et seq. 


ship, the vastly increased opportunity 
for public participation which has ac- 
companied and is in a very real! sense 
the development of the joint-stock 
company, makes possible a concentra- 
tion of control in the hands of a unified 
minority without correlative responsi- 
bility. Owners of a comparatively 
small proportion may swing the destiny 
of vast amounts of capital. There 
comes to mind the question as to 
whether the ordinary legal concept 
of a corporation as a representative 
democracy squares with the facts, or 
whether some rather fundamental modi- 
fication in theory and structure is 
not inevitable. It is open to doubt 
whether voting power is the share- 
holder’s significant and _ all-sufficient 
safeguard.®® ‘The typical shareholder 
is a purchaser of income, not an enter- 
preneur—his position is in considerable 
degree analogous to that of a bene- 
ficiary under a trust. 

Allin all, the reforms to be instituted, 
though reflecting the conservatism al- 
ready suggested as characterizing the 
views of the Committee, are by no 
means negligible and they should meet 
adequately many of the most obvious 
abuses. On the whole, they will tend 
to pry open a little wider the tradition- 
al secretiveness of English corporate 
enterprise and they will guard further 
the interests of the small investor.* 





53 Cf. Ripley, Main Street and Wall Street, Chap. IV, 
passim. 

54Since this article was written (May, 1929), the 
dbbacle of the so called Hatry group of companies in 
September has brought to light Machiavellian 
methods of finance and has testified with dramatic 
force to the necessity of reform. In fact, the recent 
experience may well serve to justify the contentions 
of those who have maintained that the new law is not 
sufficiently far-reaching, especially in the matter of 
accounting requirements and holding-company prac- 
tice. Unfortunately, the Act of 1928. with the excep- 
tion of the provisions in regard to amalgamation and 
“share hawking” (Sections 53 and 92), did not go into 
effect until November 1, 1929. 








THE OUTLOOK 





FOR AVIATION 


By DAVID H. STROTHER 


N the fall of 1929, a distinct note 
of uneasiness became apparent 
in the aviation industry. While it 
is true that publicity men and salesmen, 
whose business requires that they be 
optimistic, were still enthusiastically 
proclaiming the unlimited prospects of 
the industry, more responsible leaders 


and 6,000, whereas earlier predictions 
had ranged from 10,000 to 20,000. 
The second indication was that values 
of airplane stocks had not kept pace 
with the rest of the market and had 
shown greater weakness than such 
barometers as the Dow-Jones industrial 
averages. 
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had already shown signs of pessimism 
in their predictions.! Apart from this, 
two definite indications were apparent 
to prove that the progress of the 
aeronautic industry as a whole was 
not meeting expectations. Production 
figures clearly showed that the total 
number of planes manufactured in 
1929 would probably be between 5,000 


'**Overexpansion in Aeronautics”—Frederick B. 
Rentschler in Magazine of Business, July, 1929. 
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Aviation as a recognized industry of 
importance received its greatest impe- 
tus following the spring of 1927. To 
many observers, the success of Colonel 
Lindbergh’s flight from New York to 
Paris in May, 1927, marked the begin- 
ning of the rise of the aviation industry. 
A large number of small companies 
was immediately started, some of them 
having distinctly better possibilities 
than others because of inherent advan- 
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tages, such as design of product, sales 
organization, banking affiliations and 
government contracts. 

, By the first of October, 1929, most 
of the aeronautic companies of impor- 
tance were included in mergers, nearly 
all of which had been consummated 
in the year preceding. In fact, during 
the 12-month period prior to October 1, 
1929, the whole concept of the aviation 
industry had been changed from that 
of a great number of small companies 
to a few large integrated companies 
dominating the industry. 


Major Groupings in Aviation 


The mergers which have occurred 
represent varying degrees of inte- 
gration and a combination of different 
types of companies. Some of these 
groups are more compact and better 
balanced than others. In all instances 
some companies included in these groups 
have shown greater strength in pro- 
portion to their size than the group 
taken as a whole. Consequently, if 
the situation before the mergers took 
place were in existence today, the pros- 
pects of these strong companies would 
be better under existing conditions than 
are the prospects of the groups of which 
they are members. 

The United Aircraft and Transport 
Corporation, Incorporated, one of the 
strongest of the groups, is a combina- 
tion of manufacturing and operating 
units which were joined together by 
the National City Company. Included 
in this grouping are the Pratt and Whit- 
ney Aircraft Company, manufacturers 
of large radial motors; the Boeing 
Airplane Company, builders of mail 
and military planes; the Chance Vought 
Corporation, builders of military planes; 
and other subsidiaries, most of which 
are strong. The United Aircraft and 
Transport Corporation, through these 





manufacturing subsidiaries, supplies a 
large amount of equipment to the 
Government and thus has a stable 
backlog for its other activities. This 
company aims mainly at the large 
airplane and motor market. Except 
for its subsidiary, the Stearman Air- 
craft Company, which manufactures 
some planes in the lower-price classes, 
United Aircraft and Transport makes 
no attempt to reach the inexpen- 
sive sport-plane market. ‘Two of the 
operating lines which it controls, Boe- 
ing and Pacific Air Transport, are 
among the most strategically situated 
and the best operated of any in the 
country. In 1928, however, most of 
United Aircraft and Transport’s in- 
come came from two subsidiaries, the 
Pratt and Whitney Aircraft Company 
and the Boeing Airplane Company. 

The Bendix Aviation Corporation 
is a combination of companies sup- 
plying parts and accessories to the 
automotive and airplane industries. 
The term “Aviation Corporation” as 
applied to this company is in a sense 
a misnomer, as the larger portion of 
its income is derived from the sale 
of automotive rather than airplane 
parts. This organization is composed 
almost exclusively of parts and supply 
companies, although it owns an interest 
in Roosevelt Field. Because of the 
fact that much of its business is outside 
of aeronautics, Bendix should suffer 
less from a depression in aviation 
than most of these companies. 

The Curtiss-Wright Corporation is a 
merger of two of the oldest and strong- 
est aviation companies in the industry. 
Primarily a manufacturing organiza- 
tion, it controls few operating compa- 
nies, and according to Mr. C. M. Keyes, 
its president, it intends to make no 
further acquisition of transport com- 
panies. ‘The two motor-manufacturing 
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subsidiaries, the Wright Aeronautical 
Corporation and the Curtiss Aeroplane 
and Motor Company, produce engines 
of practically every class and horse- 
power in use today. While the claim 
has been made that Curtiss has directed 
its activities toward the smaller plane 
field, and it undoubtedly has important 
subsidiaries which are producing in 
that class, yet planes manufactured 
by such subsidiaries as the Curtiss 
Caproni Corporation and the Keystone 
Aircraft Corporation, and such prod- 
ucts as the recently built Condor 
—an 18 to 25 passenger plane—could 
hardly be interpreted as falling within 
the small plane classification. Like 
United Aircraft and Transport, the 
Curtiss-Wright combination gets a 
good share of government business, 
although it covers a wider field of 
manufacturing activity than the former 
company. 

The Aviation Corporation (Dela- 
ware), the fourth of the larger groups 
found in aviation, controls a number 
of subsidiaries, most of which are oper- 
ating rather than manufacturing com- 
panies. The Fairchild Aviation Cor- 
poration, with its subsidiaries, is the 
Aviation Corporation’s only manufac- 
turing unit. Because it was formed 
later than the other combinations and 
so was tardy in making affiliations, 
the Aviation Corporation was not suc- 
cessful in obtaining as strong a group 
of subsidiaries as its competitors. In 
fact, the corporation was in the position 
of a holding company with much 
money to spend and little for which 
to spend it. Its attempt to obtain 
control of the Fokker Aircraft Corpora- 
tion of America was unsuccessful be- 
cause of opposition from the General 
Motors Corporation, the largest single 
holder of Fokker’s stock. 

Additional groupings have been 


formed, the most important of which 
is probably the Detroit Aircraft Com- 
pany, which includes among other 
subsidiaries the Lockheed Aircraft 
Company and the Mahoney-Ryan Air- 
craft Corporation. Others, such as 
Allied Motor Industries, Incorporated, 
and several small holding companies 
controlling one or two of the less 
important companies, are also in 
existence. 

Since the aviation and automotive 
industries have many similar manufac- 
turing problems, it is not surprising 
to find a closer financial relationship 
between these two than between avia- 
tion and any other industry. The 
General Motors Corporation owns 
approximately 22% of the stock of 
the Bendix Aviation Corporation and 
40% of that of Fokker Aircraft Corpora- 
tion of America; further interest is 
indicated in the development of a 
Diesel engine for aircraft in its labora- 
tories. The Ford Motor Company 
owns the Stout Metal Airplane Com- 
pany, which manufactures the famous 
Ford trimotors. The Auburn Auto- 
mobile Company through one sub- 
sidiary, the Lycoming Manufacturing 
Company, builds an airplane motor, 
and through another subsidiary, the 
Cord Corporation, was taking steps 
in October, 1929, to acquire the Stinson 
Aircraft Corporation, a plane builder. 
The Packard Motor Car Company 
has been one of the leaders in the 
development and design of large horse- 
power, water-cooled engines and has 
recently developed a Diesel engine 
for aircraft. 

The brief description given is in 
no sense a complete picture of the 
whole industry. A number of small 
plane and motor manufacturers have 
no affiliations but occupy positions 
of importance. For example, there 
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are the Bellanca Aircraft Corporation 
of America, the Douglas Aircraft 
Company, Incorporated, the Alexander 
Industries, Incorporated, and the Waco 
Aircraft Company. But the dominant 
position is held by the previously 
mentioned companies. 

The question may well be asked 
as to why these mergers were formed. 
In one respect the movement toward 
combination has been a defensive ges- 
ture. Leaders in the industry have 
been following something of a blind 
path and are frank in admitting that 
they do not know the source of their 
ultimate support. By combining a 
number of companies the chances for 
success of the group are much better 
than the chance of any single company. 
In other words, the principle employed 
is simply a diversification of risk. 
It is true that the degree of success 
of the group will probably be less than 
that which one or two of the out- 
standing members might achieve alone, 
but most leaders are willing to forego 
the chance of greater profit in order 
to lessen the risk of loss. 

Another factor which has tended 
toward the merging of a number of com- 
panies has been the struggle to obtain 
outlets and markets. It has been possi- 
ble to start manufacturing airplanes 
with very little capital and to obtain 
additional capital easily asit was needed. 
The result has been that many small 
companies have built up a strong follow- 
ingin theirowncommunities. Bigcom- 
panies trying to obtain sales outlets 
in those territories have preferred to 
acquire the small companies rather 
than enter into keen competition with 
them. In a number of cases the 
cash or stock given for the small 
company represented “‘ nuisance” value 
rather than the acquisition of a definite 
manufacturing or operating asset. 
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One of the greatest motivating fac- 
tors was the prosperous condition of 
the country and the activity of the 
stock market when interest in aviation 
first became apparent. From 1927, 
when aviation began receiving support, 
up to October, 1929, the country 
as a whole had been prosperous. Dur- 
ing this period the stock market had 
reached unprecedented levels and the 
volume of trading had been beyond 
the predictions of the most ardent 
optimists of a few years before. There 
had been much money available for 
investment and speculation. 

Although a relatively new industry, 
aviation is practically unique in having 
been supplied with more money than 
it could use. So great has been the 
public enthusiasm for aviation that it 
apparently was only necessary to put 
the word aviation in the title of a 
company to insure it ample capital 
and to send the price of its stock 
skyward. 

In view of this situation, is it any 
wonder that enterprising investment 
bankers, capitalists and chambers of 
commerce took advantage of the situa- 
tion? The merging of independent 
companies gave opportunities for creat- 
ing organizations with much wider popu- 
lar appeal. Undoubtedly, the stock 
of a large well-advertised company is 
easier to sell than that of a number 
of smaller independent companies. In- 
vestment banking enterprise and in- 
fluence may, therefore, be taken as 
one of the primary reasons for the 
mergers which have been consummated. 

Three investment banking houses 
stand out from a view-point of aero- 
nautics; the National City Company, 
which sponsored United Aircraft and 
Transport Company; Lehman Brothers, 
which engineered the Aviation Corpora- 
tion; and Hayden, Stone & Company, 
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which has probably been the most 
active house in the aeronautic field. 


Merits of Aviation Mergers 


Among the advantages which can 
be derived from mergers of this type, 
the following are of major importance. 


(1) Research can be conducted more 
effectively and economically. The air- 
craft industry has still much to learn 
concerning planes and engines. The for- 
mation of large companies or groups of 
companies permits the establishment and 
support of adequate research and engineer- 
ing staffs which small companies can not 
afford. 

(2) Economies can be effected in the 
marketing of aircraft, engines and accesso- 
ries. Often several lines of planes and 
engines would support a dealer’s branch, 
whereas one product would not be sufficient. 

(3) Competitors are much less likely to 
gain control of sales and service. This 
possibility was evident in the case of the 
Wright Company while it functioned as an 
independent. Arrangements had _ been 
made with an air line to supply service 
to Wright engines over itsterritory. There 
was a rumor of this line’s being taken over 
by the Curtiss-Keyes group, which was 
manufacturing a competing motor. Actu- 
ally the Curtiss-Wright merger was con- 
summated before this air line was taken 
over, but the possibilities for the situation 
noted were existent with its obvious 
disadvantages. 

(4) There should be an assurance of a 
preference of the products of a subsidiary 
over that of an outside manufacturer 
throughout the organization. 

(5) The advantages common to other 
large-scale industries should be obtained, 
such as the opportunities to obtain money 
more easily and cheaply, to acquire a 
higher grade of management and to 
secure the stability attendant upon diver- 
sity of endeavor. 


The arguments for mergers, however, 
are by no means one sided. One of 
the greatest benefits that has been 
cited for mergers along a_ vertical 
path, the ability to control manufactur- 


ing processes from the raw material 
to the consumer and thereby effect 
economies, can not be applied to avia- 
tion. In the steel trade, for instance, 
vertical integration has resulted in 
marked economies along the lines men- 
tioned. In aviation no such opportu- 
nity of manufacturing economies exists. 
In the manufacture of airplanes and 
engines, processes are entirely differ- 
ent, the first being largely an assembly 
process employing much hand labor, 
while the second is largely a ma- 
chine process. Since manufacturing 
problems are entirely different, there 
is no economy to be gained in manu- 
facturing pianes and motors together. 
In fact, in the consolidations mentioned, 
planes and motors are not manufactured 
together; separate plants are utilized. 

An expensive overhead of a central 
office has to be carried by subsidiaries, 
whose problems are quite different. 
The operating company, if included 
in this structure, may be forced to 
use an inferior engine or plane, while this 
partial assurance of market may mean 
that a company is allowed to manu- 
facture an inferior product, whereas 
if it had to compete actively it would 
either improve its product or go out of 
business. The inference to be drawn 
is that individual companies will show 
more activity and efficiency than would 
the larger unit where all activities are 
combined under one head. 

Again, in widely scattered plants 
situated all over the country where 
problems are quite different and where 
the only real claim to relationship is the 
name aviation and some banker’s vi- 
sions, there is going to be difficulty in 
coordinating activities and managing 
these activities efficiently from a central 
head. Each enterprise will have about 
the same managerial structure as if 
it were an independent, and will have 
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‘n addition a superstructure of costly 
central management. 

Many additional objections can be 
raised. In fact, outside of research, 
control of sales outlets and possibly 
greater safety, there appears little 
justification for the formation of these 
merged companies from a manufactur- 
ing view-point. However, when prac- 
tically all business has been tending 
toward large companies, the formation 
of mergers of this character is to be 
expected and, if the trend continues, 
an independent may be forced to 
join some group to save its market 
and to be able to meet competition 
on an equal footing with companies 
already included in groups. 

This last assertion is particularly ap- 
plicable to motor, manufacturing com- 
panies. These companies may soon 
find themselves in a very trying posi- 
tion. The fact that their product is 
excellent will avail them little if a 
depression in the industry cuts off the 
few remaining independent plane manu- 
facturers. They will be virtually with- 
out a market. Of course, they will 
still be in a position to compete for 
government orders, but the class in 
which most of the independents are 
operating, namely the small motor 
field, is not one where the Government 
places many orders. 

Under existing conditions, large-scale 
companies overshadow the aviation 
industry. Whatever the merits or dis- 
advantages of this condition, it is one 
that has to be realized. It will be 
increasingly difficult for an independent 
plane or motor builder to start opera- 
tions and become successful. The fact 
that a company such as the Avia- 
tion Corporation (Delaware), which 
has plenty of money, a distinguished 
directorate and good connections, has 
been unable to obtain many  sub- 





sidiaries which are prosperous at all, 
augurs poorly for a small independent 
starting business, unless that indepen- 
dent possesses an outstanding competi- 
tive advantage, such as some valuable 
patented feature. Patents are becom- 
ing less and less valuable, however, 
because most of the fundamental ideas 
have been used widely and are there- 
fore not patentable. A few features 
which are really worth while are pat- 
ented from time to time, and while 
it is possible that some one invention 
may revolutionize the whole industry, 
this at present is rather improbable. 


Valuation of the Aviation Industry 


The size of companies mentioned 
has facilitated financing, and the public 
has responded handsomely with its 
money. What is the industry going 
to do to merit the confidence that has 
been displayed by the public? Are 
valuations of the companies in the 
industry as appraised on the stock 
market warranted, or have they been 
pushed up by speculators and bankers? 
Is the enthusiasm for aviation which 
has been displayed really deserved 
or has it been carried far ahead of 
the real merits and earning power 
of the industry? 

It is evident that the value of such 
property is in the final analysis based 
uponearningcapacity. Otherwise junk 
value is all that can be considered. 
Probably at no other time in the history 
of the United States has the future 
been discounted as heavily for any 
industry with promise as it has been 
during the bull market extending into 
1929. It has not been uncommon to 
see stocks of companies, whose future 
was believed to be bright, selling for 
30 to 40 times earnings. ‘The aviation 
industry has been no exception to 
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this state of affairs, and stocks of com- 
panies in which the outlook was con- 
sidered especially favorable have been 
selling at values as high as 40 to §o times 
estimated earnings.? Speculative ac- 
tivity and public enthusiasm can carry 
stock prices to high levels, but these 
levels will not be maintained unless 
there is commensurate earning capacity 
evidenced. 

Just what the relationship between 
earnings and valuation should be varies 
widely from time to time. In 1922, 
when the Bethlehem Steel Corporation 
bought the Midvale and Cambria Com- 
pany, the price paid amounted to 
approximately four times the average 
earnings of Midvale and Cambria over 
a 5-year period. Such a value appears 
ridiculous in 1929 for a company with 
good prospects. 

Under present conditions it is hard 
to say what percentage a stock should 
earn on its valuation. No rule can 
be laid down, for such intangible factors 
as prospects of the industry, position 
of the company in the industry and 
degree of public approval have to be 
considered. In the present instance 
let us assume that over a long period 
the industry will have to earn 10% 
of the appraised valuation to maintain 
that valuation. This proportion is 
undoubtedly high in comparison with 
present relationships of earnings to 
valuation, but, because of the specula- 
tive character of the industry, it is 
considered a fair one. 

The appraised value of the aviation 
industry was well over $1,000,000,000 
at the high point of the market in 
1929. On September 12, 1928, the 
market value of the stock of the four 
groups described was approximately 


2? Fokker Aviation Company, 44 times earnings; 
Curtiss-Wright Corporation, 60 times earnings. Wall 
Street Journal, October 23, 1929. 





$550,000,000. Since there was a great 
number of airports, hangars and other 
aeronautical-equipment companies jin 
this country, stock in which was not 
listed on any exchange, it may be 
said with a degree of certainty that 
the public’s appraisal of the aeronautic 
industry was well over $1,000,000,000 
as of the first of October, 1929. The 
aviation industry would have to earn 
$100,000,000 annually to maintain its 
appraisal value under the conditions 
assumed. If indications were apparent 
that this amount could be earned next 
year, stock prices would undoubtedly 
hold and probably would go higher. 


Prospects for Earnings 


A rough assumption would place the 
portion necessary for manufacturing 
companies to earn at $67,000,000. 
According to figures released by the 
Aeronautic Chamber of Commerce, 
2,854 planes were produced at a value of 
$17,032,747; the average value, there- 
fore, of all planes produced in the 
first half of 1929 was approximately 
$6,000. Let us assume again that out 
of this $67,000,000 which would have 
to be earned by aviation manufactur- 
ing companies, $40,000,000 would have 
to be earned by plane and motor 
manufacturers. ‘This assumption ap- 
pears reasonable, for some products 
manufactured by so called aviation- 
equipment companies are sold outside 
of the aviation industry; for example, 
automotive accessories of the Bendix 
Aviation Corporation. If net profit per 
airplane is placed at 15% and the aver- 
age value at $6,000, then $900 would 
represent the average net profit per 
plane (including motor). At this rate 
approximately 45,000 planes would 
have to be manufactured to give the 
desired earnings. 
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THE OUTLOOK FOR AVIATION 


It is realized that these computations 


| involve a number of assumptions which 


are open to criticism and argument. 
Yet there is a sufficient amount of truth 
in the picture presented to warrant 
considerable thought from anyone in- 
terested in the industry. Can 45,000 
planes, or even one half that number, 
be manufactured and sold? 

At the beginning of 1929, Major 
Lester D. Gardner, President of the 
Aeronautical Chamber of Commerce, 
estimated that airplane production for 
1929 would be around 10,000 planes. 
Other predictions ranged as high as 
20,000. Reports given by the Aero- 
nautic Chamber of Commerce for the 
first half of 1929 indicated that 2,854 
planes were manufactured during that 
period. If the same rate of production 
is maintained for the second half of 
the year, the total plane production 
for 1929 would be 5,708. In reality, 
under ordinary conditions the aviation 
industry has decidedly seasonal charac- 
teristics, and one would expect the 
bulk of business to come in the spring. 
It is evident, therefore, that sales 
of planes will not approach earlier 
predictions. 

Another factor which has to be con- 
sidered is the number of pilots who 
would be required to man these planes. 
The number of licensed pilots as of 
September I, 1929, was 7,466, while 
1,546 more licenses were pending.® 
These figures do not include all pilots, 
but the fact that a license is required to 
operate an airplane in crossing a state 
boundary means that most capable 
pilots have obtained licenses. From 
these figures it is evident that the 
number of persons available to operate 
planes is decidedly limited. A more 
promising picture is presented by the 


* Air Commerce Bulletin, September 15, 1929. 
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fact that some 24,000 student permits 
have been approved which in time 
may add considerably to the list of 
pilots.* However, only a portion of 
these permits will result in pilots’ 
licenses being granted. The majority 
of students from one cause or another 
fail to become pilots. 

Although learning to drive an auto- 
mobile is easy and the knowledge once 
acquired is lasting, learning to fly 
takes much time and has to be prac- 
ticed continually. <A long lay off from 
flying usually means that many of the 
fundamental steps have to be repeated. 
Moreover, only a limited number of 
people are physically and mentally 
qualified to become pilots under present 
conditions, so that unless revolutionary 
methods of control are introduced, 
planes can never have the wide vogue 
that the automobile has. ‘There are 
also the factors of time and expense 
to be considered in connection with 
learning to fly. How many persons 
can afford either? It is a question 
well worth considering. 

The earnings of several leading com- 
panies for 1928 were: 

Wright Aeronautical Corporation 

(Curtiss-Wright Corporation). 

Pratt and Whitney Aircraft Company 

(United Aircraft and Transport 
Corporation). . 
Curtiss Aeroplane 
Company (Curtiss-Wright 
poration)..... ie ee 
Boeing Airplane Company (United 
Aircraft and Transport Corpo- 


ration, Incorporated. . 
Bendix Aviation Corporation 


2,433,771 


PER EE: 2,704,190 
and Motor 
Cor- 
796,224 


1,690,970 
6,166,045 
These records, although impressive, 
can not be taken as a complete indi- 
cation of the success of commercial avi- 
ation in its entirety. The nature of the 
markets served must be considered. 
During 1928, 47% of Wright’s business 
was supplying the Government with 
motors; Pratt and Whitney’s govern- 


















ment business during the same period 
amounted to 50% of its total. A 
large portion of Curtiss’ business came 
from the same source. Boeing’s chief 
markets were the Government and air- 
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mail lines. 


was with the automotive industry. 
All the large aircraft—manufacturing 
companies which have evidenced marked 
prosperity, have had a big proportion of 
their total business with the Govern- 
ment or else have made much outside 
of aviation. The following chart gives 


On the other hand, most of 
the business of the Bendix Corporation 








air-mail contracts. 
sidered that the Government gets a 
minimum of 80 cents a pound and a 
maximum of probably not over 2 
a pound for air mail, it can readily be 
seen that, as far as the Government is 
concerned, air-mail contracts as high 
as $3 a pound are a losing proposition, 

Public enthusiasm, easy capital, and 
speculative interests have greedily 
absorbed any stock connected with the 
aviation industry without considering 
whence the support of the industry 
was to come. Barring revolutionary 
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a comparison of the value of military 
and commercial products. 

Another source of income which 
presents itself whenever the support 
of the industry is considered is the 
transport company. ‘The only way in 
which most transport companies have 
been able to make money is through 
an indirect subsidy in the guise of 


* Wall Street Journal, March 18, 1929, and April 15, 
1929, respectively. 


changes, there are distinct limitations to 
the uses ofaviation. Itisnotlikely that 
this industry will supplant other means 
of transportation to the extent that 
many of its enthusiasts have predicted. 
While undoubtedly the use of airplanes 
has a definite place of importance in 
our economic structure, the publicity 
given to this development has been 
out of all proportion to its present 
worth. 


When it is con- 























PUBLIC UTILITY RATE REGULATION 
By JOHN A. RYAN 


Cabot! on public utilities and 

rate regulation are sufficiently fun- 
damental—not to say revolutionary— 
to deserve a critical examination. He 
not only questions the efficacy of 
regulation in practice but attacks the 
underlying theory. Public utilities, he 
maintains, are in the main not of a 
monopolistic character; even to the 
extent that they enjoy monopoly power, 
they can be best regulated on the 
assumption that they are subject to 
indirect competition; therefore, the 
commissions should aim at regulating 
prices rather than profits. 

The success of regulation is today 
questioned by many persons who would 
not agree with the central thesis main- 
tained by Professor Cabot. Some of 
these are believers in public ownership, 
while others reject that alternative, 
holding that the necessary and sufh- 
cient remedy is to be found in better 
laws, better technique and more efh- 
cient personnel for the regulating 
commissions. Professor Cabot’s crit- 
icism assails the central principle or 
aim of regulation, namely, service at 
cost through limitation of profits. The 
attempt to reduce this principle to 
practice permits, according to his con- 
tention, excessive operating costs and 
excessive rate bases. Since the man- 
agers are restricted to a definite rate 
on investment, they have no incentive 
to reduce operating costs, which often 
amount to 75% of the gross earnings. 
Savings in operating expenses would 
provoke reductions in rates by the 


Tce articles by Professor Philip 


' Harvard Business Review, April and July, 1929. 


regulating commissions, leaving the com- 
panies with no more net profits than 
they enjoyed under higher rates and 
less efficient operating methods. Inthe 
second place, the present system of 
regulation encourages the adoption of 
excessive rate bases through excessive 
construction costs and excessive valu- 
ations. ‘The higher the rate base, the 
higher the profits for the companies. 
In other words, the companies lose 
nothing from inefficient operating 
methods, while they gain from unduly 
high rate bases. The consumer suffers 
from both these factors. 


Obvious Correctives 


Inefficient operating methods and 
excessive operating costs could be pre- 
vented through adequate supervision 
by the regulating authorities. Proper 
systems of accounting and the re- 
quirement of comprehensive reports 
could be imposed upon the utility 
companies. Apparently no_ general 
attempt has yet been made to secure 
these results. ‘“‘Only thirty-two states 
have authorized their commissions to 
control the accounting of the utility 
companies in all its phases, yet even 
in these states control of accounting 
methods has not been altogether suc- 
cessful Failure to supervise the 
accounts of utilities is one of the 
primary weaknesses of state commis- 
sions.”? Until a systematic and whole- 
hearted attempt is made to correct 
these conditions, the charge that the 
present theory of regulation necessarily 





2 Electric Utilities—The Crisis in Public Control, 
by Mosher and Others, p. 29. 
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permits or condones financial irregular- 
ities and wasteful operation will re- 
main unproved. 

As to excessive construction costs, 
excessive prices paid for utility prop- 
erties and all other methods of inflating 
capitalization, the obvious preventive 
is supervision and control of the securi- 
ties issued to cover these expenditures. 
Apparently many of the regulating 
commissions are unable to exercise 
this control because they lack the legal 
authority or the money or the ability 
or the good-will. In all such cases, 
the evil results to the consumer are 
clearly due to deficiency of regulation 
in practice rather than to any defect 
in the theory or the institution. 

Excessive burdens on the consumer, 
on account of excessive valuations and 
costly litigations over valuations, are 
real and of considerable magnitude. 
They will be greatly increased if the 
Supreme Court should definitely con- 
firm the policy and rules laid down 
in the Indianapolis Water Company 
case. In that event, regulation will 
have failed, not because of anything 
in the process itself, but because of 
an ethical theory of value imposed 
upon the commissions by the Supreme 
Court. The only adequate relief from 
that evil condition would come through 
public ownership and operation. Even 
if the utilities had to be purchased 
at reproduction cost, or at some figure 
approaching that level, there would 
be a definite gain for the consumer. 
The rates which he would be called 
upon to pay could be lower than under 
private operation because of the lower 
rate of interest at which the public 
authorities could obtain the necessary 
capital for purchasing the properties. 
At present a rate of 7% is common, 
while 8% is not unknown in the “fair 


rates’”’ fixed by the courts. In the 
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Indianapolis Water Company case the 

Supreme Court allowed a valuation of 
$19,000,000 and a rate of 7%. Even 
if the city of Indianapolis had to pay 
that amount for the property, it would 
be able to effect a considerable saving 
to the users of water ($380,000 annu- 
ally), inasmuch as it probably could 
obtain money at 5%. 

Professor Cabot would reject this pro- 
posal as a general remedy for excessive 
valuation on two grounds: first, that 
public operation is less efficient than 
private operation and second, that all 
the utilities except water companies are 
competitive and can best serve the 
public by being treated and regulated 
on this assumption. The first of these 
objections is sufficiently refuted by the 
achievements of the Ontario Hydro- 
electric, the Port of New York Author- 
ity and a large number of successful 
municipal utilities throughout the 
United States and Europe. The second 
objection involves the central thesis 
of Professor Cabot’s constructive pro- 
posals and will be dealt with in later 
paragraphs of this paper. 

Although he points out the evil 
effects of excessive valuations, he re- 
jects the rule of prudent investment. 
His reasons, however, are not ethical 
but purely economic. Prudent invest- 
ment as a rate base would not, he 
maintains, bring about “stability in 
terms of purchasing power, the only 
kind of stability in the markets in 
which these public-utility services must 
be sold.”” One might inquire why such 
stability is any more necessary for the 
utilities than it is for the concerns 
that produce wheat, shoes, steel or 
any other commodity. ‘The owners of 
all these run the risk of finding that 
their dollars have fallen or risen in 
purchasing power between the _ be- 
ginning and the end of any year. 
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From this point of view Professor 
Cabot’s argument has very wide scope 
id by implication calls for a stabilized 
At any rate, his assumption 
that, because utility rates on the 
prudent investment basis are lower 
than “the index figure for other services 
and commodities,” they would greatly 
accentuate a general level of high 
prices, is pretty far fetched. No matter 
upon what basis rates be fixed, whether 
prudent investment or reproduction 
cost or some point between these, 
the demand for utility products and 
services would increase to some extent 
during a boom period. The utility 
companies would be compelled to en- 
large their plants and facilities accord- 
ingly. ‘That the amount of demand 
and the consequent enlargement of 
plant would be so much greater in case 
of a low than in case of a high rate 
base as to cause a notable rise in the 
general price level seems to be entirely 
improbable. When prices are rising, 
ll the available capital is put to some 
productive use. If it were not put 
into public utilities, it would be 
employed to inflate production in some 
other field. 


al 


dollar. 


A Valid Objection 


There is one fundamental respect 
in which Professor Cabot’s attack upon 
the prevailing theory and practice of 
regulation is valid. It has to do neither 
with ineffective regulation nor with 
juridically imposed rules of valuation. 
[In fact, the more effective the regulation, 
the more powerful will be the tempta- 
tion confronting utility managers to 

llow the undesirable course indi- 

Regulation necessarily discour- 
managerial initiative, efficiency 
and progress, since it aims at trans- 
these gains sooner or later 
utility to the consumers 


cated. 


aves 


terring 
trom the 


in the form of lower rates. For ex- 
ample, a utility company may, through 
improved methods of management, be 
able to earn 12% on its valuation; as 
soon as this becomes known to a vigi- 
lant commission the latter will reduce 
rates to such a level as to enable the 
company to earn only 7% or 8%. If 
the company is forever prevented from 
earning more than a fair rate of return, 
regardless of its savings through greater 
efficiency, why should it strive to be 
eficient? Why should its managers 
not content themselves with that medi- 
ocre and routine kind of operation 
which will enable them to obtain just 
the allotted rate of return? 

To this objection there are two 
answers. First, not all the gains of 
efficiency can be immediately trans- 
ferred by the commission to the con- 
sumer. The fact that the company is 
enabled through improved methods 
of operation to make more than the 
allotted rate of profit does not become 
known to the commission until the 
end of the fiscal year. Hence, the 
gains of efficiency produced during 
the preceding months are secure in 
the treasury of the company. Even 
if the commission should immediately 
take steps to reduce rates, some time 
must elapse before they go into effect. 
In the mean time the company will 
still be reaping the unusual profits 
due to unusual efficiency. After the 
new rates go into effect, the company 
will have the opportunity to reap new 
gains through additional improvements 
until such time as the commission 
takes cognizance of the new situation 
and makes a further reduction in 
service rates. Whether this oppor- 
tunity of securing temporary gains 
will provide a sufficient incentive to 
managerial efficiency and progress de- 
pends upon circumstances: upon the 











energy and initiative of the managers 
as well as upon the speed with which 
the commission moves to capture the 
new gains. At any rate, the oppor- 
tunity is of sufficient importance to 
weaken considerably the contention 
that regulation necessarily destroys 
all incentive to efficient management. 

The second answer to the objection 
is that managers should be permitted 
to retain from year to year a definite 
part of the gains of efficiency. This 
principle is recognized in the recap- 
ture clauses of the Transportation 
Act which permit a railway company 
to keep for itself one half of the net 
profits above 6%. ‘There is no reason 
why the method should not be applied 
to all public utilities. It is entirely 
sound, both ethically and economically. 

Almost all the objections, observa- 
tions and arguments dealt with in 
the foregoing paragraphs have been 
set forth in many other places than 
in the articles by Professor Cabot. 
The really distinctive and challenging 
feature of these two articles is his 
attack upon the regulatory principle 
of service at cost. This regulatory 
principle assumes that prices are de- 
termined by cost, whereas, says Pro- 
fessor Cabot, “‘some of the shrewdest 
merchants of our time tell us that the 
fact is exactly opposite—that prices 
determine costs—not costs prices.” 
Therefore, he suggests that “the at- 
tempt to regulate profits be abandoned, 
and that instead profits might be regu- 
lated indirectly, as they are now in the 
competitive trades, through the skilful 
regulation of price.” 


Prices and Costs 


The assumption that prices deter- 
mine costs is a very misleading species 
of half-truth. ‘Some of the shrewdest 


merchants” may, indeed, give expres- 
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sion to this formula, but all they mean 
is that a reduction of prices is some- 
times followed by such an increase in 
demand as to justify reductions in 
costs through quantity production. 
Henry Ford and his low-priced cars 
provide the best known example of 
this sequence. Even in such cases 
it is not accurate to say that prices 
determine costs. Low prices may be 
regarded as the psychological cause of 
enlarged demand, which may, in turn, 
be designated as the psychological 
cause of mass production; the latter 
is the efficient and objective cause of 
low costs, which, in turn, become the 
psychological cause of low prices. By 
a psychological cause is meant, of 
course, a factor which produces its 
effect through the human mind and 
the human will. As between costs 
and prices, therefore, the true causal 
relation runs from the former to the 
latter. No matter how great thedepths 
into which prices and costs have fallen, 
the latter still set the limits to the 
process of descent. The most efficient 
quantity producers will not continue 
operating unless they obtain sufficiently 
high prices to cover all their costs of 
production. 

“The cost of a cotton mill,” says 
Professor Cabot, “has no influence on 
the price of sheets.” This is another 
half-truth. It applies only to some 
cotton mills. It can not truthfully be 
predicated of the most efficient con- 
cerns operated by the most efficient 
managers. If the latter can not sell 
their products at a sufficiently high 
price to provide normal returns on 
the money invested in their mills, 
they may, indeed, be content for a time 
with returns that merely cover the 
cost of operation. If this happens, the 
higher-cost mills will cease to produce. 
As a consequence, the supply of cotton 
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sheets will decrease sufficiently to pro- 
voke an increase in price. The higher 
prices will enable the most efficient 
mills to cover all their costs of produc- 
tion, including the current cost of 
capital. 

All this is elementary, but it seems 
worth stating in view of the im- 
plications of the language used by 
Professor Cabot. The costs of operat- 
ing public utilities can not be reduced 
arbitrarily and indefinitely through the 
simple device of reducing prices. As 
a matter of fact, the possible range of 
the method, even in actually competi- 
tive industries, is not very extensive. 
When all its possibilities have been 
utilized, the fundamental fact remains 
that the lower limits of prices are 
fixed by costs. 

The goal which Professor Cabot 
sets before the regulating commissions 
is prices fixed “fat the point which 
would give the largest volume of service 
at the greatest total profit.” Un- 
doubtedly the utilities do seek this 
end, however clumsily and _ineffec- 
tually. According to Professor Cabot, 
a more intelligent pursuit of the end 
would give lower rates to the consumer. 
He would have this more intelligent 
course revealed to and imposed upon 
the utilities by the regulating commis- 
sions. If this proposed identification 
of producers’ and consumers’ interests 
is feasible, why has it not been accom- 
plished by the utility companies them- 
selves? Why do they not reduce rates 
sufficiently to justify “‘the largest vol- 
ume of service at the greatest total prof- 
it”? Professor Cabot replies: ‘‘ Many 
men are blind to their own best interests 
and to the interest of those they serve.” 
Let us concede that this is true, not 
only of “many,” but of the majority 
of public-utility managers. Never- 
theless, the enlightened minority should 


be able to see the greater profits 
to be derived from mass production 
and lower prices. Such a minority 
exists and functions in every private 
industry. How comes it that univer- 
sal blindness in this respect afflicts 
the public utilities and only the public 
utilities? The assumption is extremely 
improbable. 


The Question of Monopoly 


Professor Cabot ties up his assumption 
about the elasticity and docility of 
prices with his contention that public 
utilities are not monopolistic. In this 
connection he mentions particularly 
electric, gas, telegraph and telephone 
companies. Under all four heads his 
arguments are unconvincing for the 
following reasons. 

In cities where both gas and electric- 
ity are furnished by the same company, 
there is not even potential competition 
in street lighting, except in so far as it 
is always possible for the municipality 
to establish a plant of its own. ‘The 
check which this possibility places 
upon extortion is not of itself sufficient 
to protect the public. 

Speaking of the telephone business, 
Professor Cabot says: “‘The temptation 
to use monopoly power to limit produc- 
tion, which is the only way in which 
monopoly power can be abused, has 
disappeared.”” One would like to see 
the concrete evidence for this statement. 
Does Professor Cabot maintain that 
the telephone companies could never 
nor anywhere reduce charges and at 
the same time obtain fair profits on their 
investment? Or that they always re- 
frain from unnecessary and unjustifi- 
able rate increases? His observation 
about limiting production is misleading. 
A monopoly does not limit production 
for the sake of limitation. Its primary 








aim is maximum net profits and it 
strives to fix prices accordingly. If it 
finds that its maximum production 
can not be sold at the price which will 
bring maximum net profits, it will 
limit production accordingly. Profes- 
sor Cabot brings no evidence tending 
to show that the telephone companies 
are not limiting production in this 
sense and to this extent. 

Equally unsupported is his assertion 
concerning the telegraph companies. 
““No one can deny that the telegraph 
business is competitive; in fact, in 
this field government rate regulation 
has all but disappeared.” If Professor 
Cabot infers the presence of com- 
petition from the absence of regulation 
he is guilty of an astonishing non 
sequitur. “‘Government rate regula- 
tion,” whether Federal or state, has 
never been a serious factor in the 
telegraph industry. ‘The impending in- 
troduction of a bill in the United 
States Senate to meet this deficiency 
indicates that some members of the 
Upper House of Congress reject Pro- 
fessor Cabot’s assumption of com- 
petition. We all know that there is no 
competition in rates between the two 
great telegraph companies. 


The Question of Substitutes 


However, Professor Cabot’s argu- 
ment for a change in the principle 
of regulation is not based upon the 
claim that the utilities face direct com- 
petition with regard to their respective 
products or services. He attributes 
their alleged competitive character to 
the availability of substitutes. “It 
is assumed,” he says, “‘by utility com- 
missions that where monopoly exists 
competition can not control prices, but 
it is my sincere belief that this assump- 
tion is unwarranted and that the 
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markets for utility services are now truly 
competitive.” He adds: “This is the 
nub of the whole question and it js 
here that I part company from most, 
if not from all, writers on this subject.” 

Despite Professor Cabot’s argument, 
it would seem that the other economic 
writers may safely and logically con- 
tinue to entertain their opinions. He 
gives no convincing evidence that the 
substitutes for utility products are 
capable of preventing the imposition 
of extortionate rates by the companies. 
To be sure, there are actual or potential 
substitutes for all such products except 
water. Were it not for the prohibi- 
tion laws, Professor Cabot might not 
have conceded even this exception; 
for beer and wine might conceivably 
supplement rain and snow for beverage 
purposes, while some chemical substi- 
tutes might be invented to supplant 
the other uses of water. The trouble 
is that the process of substitution 
can not begin soon enough. Consider 
a typical example. 

The street-car fare in the District 
of Columbia for several years past 
has been eight cents. For more than 
two years the railway companies have 
been seeking an increase on the plea 
that they are not obtaining a reason- 
able return on the fair value of their 
properties. ‘The valuation which they 
desire is approximately equal to the 
cost of reproduction. They do not 
deny that the present fare would 
yield a just profit on the prudent 
investment or the historical cost. Ac- 
cording to Professor Cabot, both the 
public-utility commission and _ the 
street-railway companies ought to 


abandon the cost-of-service principle 
entirely and fix rates on the basis of 
the competition that is possible through 
substitution. 
does operate. 


Undoubtedly this factor 
Competition by auto- 
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mobiles had a good deal to do with the 
‘increase of fares from six to eight 
cents and it has continued in such 
force that the companies now demand 
ten cents. Apparently the competition 
by substitution has caused an increase 
rather than a decrease in the price 
which the community must pay for 
street-car service. While the compa- 
nies realize that the higher fare which 
they demand would be followed by 
some further increase in substitution 
and some further decrease in the num- 
ber of persons using the street cars, 
they believe that these changes will 
not be sufficiently great to prevent an 
increase in netprofits. Inthisinstance, 
therefore, the competitive effect of 
substitution is altogether unfavorable 
to the public, inasmuch as it very 
considerably increases the amount that 
they must pay for riding on street cars. 

Professor Cabot lays great stress 
upon the “elasticity of demand” as 
evidence that competition by substitu- 
tion is a reality. Undoubtedly, the 
demand for street-railway service is 
elastic. A decrease in the fare will 
be followed by an increase in patronage. 
Some persons who now walk will then 
ride and some persons who now use 
automobiles will revert to the street 
cars. When the fare is increased, some 
who have been riding will walk while 
others will use automobiles. In them- 
selves, however, these facts give no 
support to Professor Cabot’s conten- 
tion that competition by substitution 
can be manipulated so as to bring 
greater profits to the utilities and at 
the same time lower prices to the 
consumers. This could happen only 
where substitution would be sufficiently 
elastic and sufficiently prompt to keep 
prices at the lowest, instead of per- 
mitting them to reach the highest 
level of the practicable range. Not 


the fact but the degree of elasticity 
in the demand is the decisive considera- 
tion. In some cities, for example, 
New York and San Francisco, the 
street-car fare is five cents; in Boston 
it is ten cents. Every conceivable 
rate between these two extremes is in 
force in one or more American cities. 
Five cents is probably the lowest 
and ten cents the highest profitable 
rate attainable anywhere. If Professor 
Cabot’s theory were consistent with 
the welfare of the car riders, the 
companies ought to desire the five- 
cent rate anywhere. As a matter of 
fact, some of them prefer double that 
rate since, they find that competition 
by substitution does not become effec- 
tive or threatening below that level. 
In the absence of regulation on the 
cost-of-service principle, other com- 
panies would no doubt exact a ten- 
cent fare, as does the Boston Elevated. 
At least it is safe to say that most 
of them would be charging more than 
is now permitted to them by the com- 
missions, for they could profitably 
do so despite the effect of competition 
by substitution. 

Conceivably the street-railway com- 
panies might make more money by 
attracting larger patronage through 
lower fares, but the hypothesis is 
extremely improbable. The companies 
seem to have had plenty of experience 
to warrant the conclusion that the 
greatest net profits are obtained not 
from prices which attract the largest 
demand but from prices which are 
considerably above that level. And 
no amount of “skilful regulation of 
price” by utility commissions would 
seem to be capable of changing the 
essential factors of the situation. 
What is true of street railways applies 
to many other utilities. Men will 
no doubt return to oil lamps rather 
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than pay enormous prices for gas and 
electricity, but the majority of them 
will pay much higher prices for gas 
and electricity than are necessary to 
attract the maximum demand or to 
return a fair rate of interest on the 
invested capital. In the field of elec- 
tric power it is quite possible that low 
or moderate prices would prove the 
most profitable, but the reason is 
that the competition of other kinds of 
power is really elastic and promptly 
operative. Wherever such competi- 
tive sources of power give substantially 
as good services as electricity at a cost 
very little greater; that is, wherever 
the service and cost of the substitute 
are approximately equal to the service 
and cost provided by the product of 
the public utility, competition exerts a 
satisfying influence upon prices. 
Where these features do not character- 
ize the substitutes, as in the case, 
for example, of electricity for domestic 
lighting purposes, their potential com- 
petition will not guarantee reasonable 
charges to the consumer nor “the 
largest volume of service at the lowest 
profitable price.” 


The Procedure Recommended to the 
Commissions 


“Perhaps in the long run,” says 
Professor Cabot, ‘“‘competition by sub- 
stitution might achieve the desired 
result—namely, the greatest service 
to the public at the best prices—but 
it seems to me entirely clear, as I 
shall try to show, that state regulation 
skilfully applied will reach this goal 
more certainly and more rapidly than 
laissez-faire.” Following is a summary 
of his proposed changes in the methods 
of regulation. 

Since the reasonable prices which the 
law requires are competitive prices, 









the objective of regulation should be 
the prices which would obtain under 
a system of free competition. To 
attain this end the commission should 
have before it the records of the com- 
pany for the past years, showing, first, 
the money received under each rate 
schedule, the prices charged under 
each classification and the quantities 
sold; second, the money paid out to 
produce and deliver the total quantities, 
including fixed charges, taxes, deprecia- 
tion allowances, interest and dividends. 
“And it is important to understand 
clearly the exact nature of these 
charges.” The companies must also 
be required to make known their 
plans for the future and to present 
estimates showing the quantities and 
profits expected under present rates 
and those expected under a change in 
rates. 

In determining rates, the commission 
will disregard entirely “the cost or 
value of the company’s property de- 
voted to the public service.” Instead, 
they will “charge each class of custom- 
ers as nearly as possible what the 
service is worth to that class.”” The 
worth of the service is determined in 
each case by what the consumer is 
willing to pay rather than turn to a 
substitute. If any class is paying 
substantially less than that rate, the 
company will be unable to serve some 
other class which is unwilling to pay 
the then lowest profitable price. How- 
ever, the increase in prices must not 
be carried so far that it will reduce the 
quantity to such an extent as to cause 
a decrease in the total profit. In 
determining the rate schedule, however, 
the rate-making body must not “attrib- 
ute certain expenses and certain rates 
of profit tocertain customer groups 
In all public utilities the income and 
the expenses are joint, and any attempt 
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to allocate costs or profits will lead to 
error.’ Hence “the aim of the com- 
pany and the commission alike must 
be maximum volume and maximum 
aggregate profit... If this method 
is patiently and skilfully applied, the 
result will be the best prices for the 
buyers considered as a whole . . . To 
sum up, the ideal is to have large 
producers with long views which will 
lead them to seek maximum total 
and minimum unit profits; in short, 
managers who manage according to 
modern instead of medieval methods.” 

With the suggestion that the com- 
panies be required to adopt better 
accounting systems and budget making 
and in general to provide the com- 
missions with more comprehensive in- 
formation, all authorities on utility 
regulation would be disposed to agree. 
But Professor Cabot’s outline of the 
method which the commissions should 
follow in utilizing this information for 
the regulation of public-utility prices 
seems to be very vulnerable. His 
proposals seem inapplicable to any 
utility which is required to sell its ser- 
vices at uniform prices to all persons. 
Such are street railways, steam rail- 
roads, interurban lines and automobile 
busses of all sorts. In none of these 
utilities would it be practical to raise 
fares as high as the traffic would bear 
to one class of patrons and reduce them 
to another class in order to get the 
benefit of mass production at low rates, 
low unit costs and high aggregate prof- 
its. The latter part of the method is 
already exemplified in the excursion 
rates offered by the railroads at certain 
seasons, on week-ends and for the dele- 
gates to conventions. While the other 
part of the plan is theoretically open to 
the utilities that we are now consider- 
ing, it would scarcely bring about “the 
best prices for the buyers considered as 


a whole.” An increase in passenger 
rates up to the point just beyond 
which the diminished demand would 
bring about a fall in net profits, would 
cost the majority of patrons more for 
this service than they pay at present, 
while a considerable minority would 
be impelled to curtail their use of the 
carriers. 

To be sure, if a general reduction 
of rates should be followed by an in- 
creased volume of both business and 
profits, this particular “‘skilful regula- 
tion of prices”’ would justify itself to 
both the companies and the public; 
but the companies and commissions 
seem to be persuaded that these benefi- 
cent results would not come about. 
There is no need of discussing Professor 
Cabot’s plan in relation to the trans- 
portation of freight, in view of the 
settled policy of the law concerning 
discrimination among different classes 
of shippers. In so far as the method 
is practically available, it is already 
applied in a very complex system of 
freight classifications. 

Professor Cabot seems to have in 
mind chiefly the sale of electric current. 
The demand for all the domestic 
uses of electricity could be greatly 
increased by lower prices, and the 
same is true of electricity for power 
purposes. He thinks that in both 
these cases lower rates would result 
in low unit costs and greater profits. 
If this opinion is correct, the only 
important service for which higher 
rates could profitably be imposed is 
that involved in the use of domestic 
lighting, inasmuch as this, according 
to Professor Cabot, is not truly com- 
petitive. To compel this part of the 
service to bear the whole burden of 
increased prices for the benefit of all 
other services would not seem to be 
particularly wise or just. 
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The telephone industry could bear 
a limited application of the proposed 
method. Residence telephones might 
be required to pay the maximum prices 
that could be imposed without causing 
a decrease in total profits, while the 
rates might be lowered to business 
concerns; or the procedure might be 
reversed. Similar classifications might 
be made in the telegraph industry. 
Messages originating in business es- 
tablishments might be subjected to 
higher rates in order that private 
messages could be sent at lower rates; 
or the opposite course might be followed. 
Another conceivable recourse would 
be to impose high charges upon the 
wealthiest patrons of telephones and 
telegraphs, while giving the benefit of 
lower rates to all persons in medium and 
moderate circumstances. While this 
method is not unknown in the medical 
profession, it is scarcely practicable 
in any of the public utilities. The 
conclusion indicated by this brief sur- 
vey is that Professor Cabot’s method 
of manipulating rates would not bring 
us nearer to the goal, “the best prices 
for buyers considered as a whole.” 

This and two or three other formulas 
employed by Professor Cabot aptly 
illustrate the vagueness and incon- 
clusiveness of his arguments. What 
really does he mean by “the best 
prices for buyers considered as a 
whole”? The lowest average unit 
price? If this is what he means, does 
he assume that it will be lower than 
the average unit price under the present 
system of regulation? Unless this re- 
sult is produced, the new method of 
regulation can scarcely be regarded as 
beneficial to the consumer. Even if 


average prices are to be reduced, there 
remains the question of justice to those 
groups of consumers who will be re- 
quired to pay the highest price that 


can be exacted from them consistently 
with the highest total profit. These 
groups may be compelled to pay prices 
out of all proportion to the cost of 
the services which they obtain. Ip. 
deed, the value of the Service, as 
measured by the utmost price that 
a group will pay rather than turn to a 
substitute, might make possible the 
crudest kind of extortion. In a public 
service, is no account to be taken of 
the needs and capacities of the various 
classes? Professor Cabot makes a tell- 
ing point when he urges that rate 
hearings include testimony of non- 
users as to why they do not use utility 
services. But the implication is that 
the prices are too high in all such cases. 
Perhaps the formula that we are con- 
sidering means that the majority of the 
consumers are to enjoy lower rates 
than they do at present. Even so, the 
injustice to the minority still remains. 
The aim of both the commission 
and the company should be, he says, 
“maximum volume and maximum ag- 
gregate profit.”” Wherein does this 
differ from the practical rule adopted 
by monopolies always and everywhere? 
They seek maximum net profit. Any 
volume of business that brings less 
than this may be too large or, perhaps, 
too small. Here again Professor Cabot 
has permitted himself to be seduced 
by a slogan. He seems to think that 
the words “maximum volume” have 
an absolute character, whereas they 
are necessarily relative to the other 
part of the phase, “maximum aggregate 
profit.” In order to obtain the latter, 
the companies and the commissions 
may find it necessary to keep the form- 
er considerably below the amount 
that is produced under a system 0! 
regulation on the basis of cost. | 
“‘Maximum total and minimum unit 
of profit” is the ideal which Professor 
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+ would have the producers pursue. 
js pursuit would be helpful to the 
IEEE subject to two conditions: 
that certain groups are not com- 
elled to pay extortionate prices on 
e basis of ‘what the service is worth 
’ and second, that *‘maximum 
nit profits” are to be lower than 
se prevailing under the existing 
system of regulation. The companies 
may find, as they often have found, 
that maximum total profit is con- 
istent with minimum unit profit 
nly in so far as the latter is deter- 
mined by the former. Sometimes, at 
least, the maximum total profit is 
btained through unit profits which 
are higher than they would have been 
had the companies been aiming only 
at moderate total profits. Professor 
Cabot has adduced no evidence nor 
any objective argument to warrant 
the conclusion that in pursuing this 
ideal” the companies would perform 
“the greatest service to the public 
the best prices.” Indeed, maxi- 
total and minimum unit profit 
nay be equivalent to maximum vol- 
me and maximum aggregate profit. 


A Summary Criticism 


Let us try to sum up as briefly as 
ossible our criticisms of Professor 
Cabot’s assumptions and _ proposals. 
He brings forward no facts to show 
hat any considerable amount of public 
tility products are subject to prompt 
and adequate competition by sub- 
stitutes. If such competition really 
xisted, the consumers would not need 
protection through any sort of public 
regulation. Prices and rates would be 


kept down to reasonable levels, as in 


vate industries which are genuinely 
So much for his assump- 
As regards his proposals 


+ 


of fact. 





PUBLIC UTILITY RATE REGULATION 203 


for a new method of regulation, the sug- 
gestion of raising prices to all those 
groups of consumers who are willing to 
pay more rather than go without the 
service, and raising them sufficiently to 
produce maximum profits, involves a 
degree of injustice that is ethically ab- 
horrent and socially impossible. His 
recommendation for reductions in rates 
in order to utilize the advantages of 
mass production is undoubtedly sound 
within certain limits, but it is attainable 
without any change in the principle 
or methods of regulation. His sug- 
gestion that, instead of determining 
rates according to a fair return on the 
investment, the commissions should 
“‘aim to increase aggregate profits,” 
on the theory that “profit is the 
measure of benefit to the community,” 
is new and extraordinary. It assumes 
that maximum profits will always be 
more beneficial to the community than 
any smaller volume of profits. Surely 
this is a naive act of faith. Surely 
it is discredited by all the experience 
that has been accumulated in the 
operation of public utilities, both with 
and without regulation. In a word, 
what Professor Cabot did in these two 
articles was to combine a few isolated 
facts with a large amount of hypothesis 
and speculation. The result is an 
unconvincing picture of what might 
happen in certain improbable contin- 
gencies. 


A Program of Regulation 


At the beginning of this paper it was 
noted that the existing regulation of 
public utilities is far from giving general 
satisfaction. According to some critics, 
it has utterly failed and is incapable of 
any considerable improvement. Pro- 
nouncements of this sort are misleading 
and futile. ‘There are only two alterna- 
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tives to regulation: namely, complete 
license for the monopolistic utilities 
to exploit and oppress the consumers, 
and public ownership and operation. 
The former is a counsel of despair 
which will hardly be heard by men who 
still cherish freedom. The second is, 
and unfortunately will remain for many 
years to come, incapable of general 
adoption. Therefore, the practical 
question concerns such improvement in 
the methods of regulation as _ will 
provide the maximum protection to the 
consumers that is consistent with fair 
treatment of the utilities. 

Regulation of rates has two phases, 
the process itself and the conditions 
within which it is restricted as regards 
the rate base and the fair return. 
The regulating commissions should pos- 
sess all the legal authorization, all 
the funds and all the personnel that 
are necessary to insure the following: 
the use of proper accounting systems 
by the companies; the rendering of 
adequate reports and the disclosure of 
complete information concerning com- 
pany receipts, expenditures, operations 
and plans; the enforcement of mana- 
gerial efficiency; and rigid control of se- 
curity issues. In all probability, there 
is not one state commission which 
is equipped according to all these 
specifications. Several of them are 
wanting in the majority of the com- 
missions. One defect is particularly 
conspicuous in relation to electric utili- 
ties. Inasmuch as the state com- 
missions have little or no control over 
the management fees exacted by hold- 
ing companies from the operating com- 
panies, they are unable to exercise 
full control over operating expenses. 
The profits of the holding companies 
from engineering, construction and 
finance enter into the fixed capital 
accounts of the operating companies. 
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Since the state commissions can nos 
pass authoritative judgment on the rea. 
sonableness of these charges, they lack 
adequate control over the issuing of 
securities. Apparently, the interstate 
character of the holding companies 
renders them immune to state contro] 
in their relations with the operating 
companies. “There is evidence that 
present methods of commission regu- 
lation are totally ineffective in dealing 
with the special problems of the holding 
company and that the entire sys- 
tem of commission regulation of util- 
ity companies may be circumvented 
and destroyed unless means are found 
to render it more effective in this 
direction.”* ‘The companies engaged 
in the interstate transmission of electric 
current are likewise beyond the juris- 
diction of the state commissions. Both 
kinds of organization should be brought 
under Federal control through some 
such agency as that proposed in the bill 
introduced a few months ago by Senator 
Couzens. 

However, it is under the second 
phase of regulation that its defects 
have become most manifest and irr- 
tating. ‘The commissions are required 
to fix charges sufficiently high to enable 
the utilities to obtain a fair rate of 
return on the fair value of their prop- 
erties. Now the fair value of a 
public utility, if correctly estimated, 
would be identical with the amount 
of money prudently invested therein. 
This is the measure of capital value 
upon which the vast majority of savers 
and investors are satisfied to obtain the 
competitive rate of interest. ‘The vast 
majority of men who had investe¢ 
money in private industries before 
1914 do not find that those invest- 
ments have since increased in value to 





8 Electric Utilities—The Crisis in Public Contro, 
by Mosher and Others, pp. 123-124. 












-n extent that they now equal the 
t cost of reproduction. The vast 
y lack majority are lucky if the present value 
ie a - investments is as high as it was 
ious to 1914. 
yanies ~ Nevertheless, certain decisions of the 
- United States Supreme Court rendered 
ice the beginning of 1923, particularly 
the cases of the Southwestern Bell 
regu. [elephone Company, the Bluefield 
Water Works, the Indianapolis Water 
pany and the O’Fallon, have prac- 
iting y deprived the commissions of the 
, determine the rate base by the 
prudent investment or historical 
[he most urgent requisite in 
ld is the enactment by the state 
latures and by Congress of laws 
iding specific rules of valuation. 
[hese rules should be such as to with- 
‘oth tand the scrutiny of the Supreme 
Court and at the same time to yield 
s much as is absolutely necessary 
rule of reproduction cost. Pos- 
the Court would uphold a law 
vould establish as a valuation 
ase prudent investment plus subse- 
“ts juent increases in the value of lands 
vned by the utility, or prudent in- 
ent plus a specified maximum 
ntage on account of the rise in the 
level. Since the Court has stead- 
refused, even in the O’Fallon 
to specify the weight which 
d iid be accorded to reproduction cost 
nt in the valuation of utility properties, 
might be satisfied with these con- 
ns. Perhaps if Congress had 
luced some such specific rule 
uation into the Transportation 
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Act, the Court would not have set 
aside the ruling of the Interstate 
Commerce Commission in the O’Fallon 
case. At any rate, the primary need 
in the field of regulation today is 
legislation which will specifically define 
the rule of valuation and the rate base, 
thus rendering unnecessary any fur- 
ther valuations and any further litiga- 
tion about valuations. 

The fair percentage of return is like- 
wise a problem for the legislative bodies. 
It should not exceed 7%. At that rate, 
abundant money can be found by the 
utility companies for refinancing and 
for expansion. Neither in economics 
nor in morals is there any good reason 
why they should receive a_ higher 
rate than is sufficient to attract new 
capital. 

Possibly the increased cost of effec- 
tive regulation, according to the speci- 
fications of the foregoing paragraphs, 
would provoke a wide-spread demand 
for public ownership and operation. 
That would not be an _ undesirable 
outcome. Regardless of the efficiency 
or inefficiency of regulation, public 
ownership of public utilities ought 
to be adopted by the cities and the 
states wherever conditions are favor- 
able and public opinion is sufficiently 
educated. Finally, the Federal Govern- 
ment ought to establish a sufficient 
degree of public operation in connection 
with such projects as Muscle Shoals 
and Boulder Dam to act as a check 
upon private operation and to set up 
standards of what is fair and attainable 
in both service and price. 








FUNCTION OF TH 





E RESERVE IN LIFE 


INSURANCE 
By WILLIS HATFIELD HAZARD 


OT long ago, the then Governor 
Pierce of Oregon was responsible 
for the drafting of the following 

resolution, which was formally pre- 
sented to him by the State Federation 
of Health: 


Whereas, More than $14,000,000 are 
being collected every year from the citizens 
of the State of Oregon, for the premiums 
on Life Insurance; and 

Whereas, This amounts to more than $17 
for every man, woman and child in the 
state and, therefore, is of considerable 
importance to its people; and 

Whereas, According to the report of the 
Insurance Commissioner less than $5,000,- 
ooo of the sum collected annually is being 
returned to the people of this state; and 

Whereas, We are reliably informed that 
the insurance rates that have been in effect 
for many years in this and other states 
of the United States are based on the mor- 
tality tables of 1868; and 

Whereas, The people not only of the State 
of Oregon, but of the whole United States, 
are expending annually large sums of 
money in the interest of the public health, 
and by carefully guarding their health 
through the various health departments, 
and especially that of the State of Oregon, 
have been able to raise the average age of 
life from about 35 years in 1868 to 55 years 
at the present time; and 

Whereas, The insurance companies, almost 
without exception, have not given the 
people the benefit of this conservation of 
human life,— 

Therefore, Be it resolved that the 
Governor of the State of Oregon together 
with the Insurance Commissioner and, if 
necessary, the Legislature of this State, be 
called upon to make the necessary investi- 
gation to bring about the proper rates on 
life insurance for the companies transacting 
business in the State of Oregon. 


Several expressions of the same feel, 
ing have come to the surface recently- 
the latest being from the legislature 
of Texas, directed specifically against 
the “high cost” of life insurance. 
Many writers of books and contribu- 
tors to magazines and the press voice 
similar sentiments. For instance, such 
a well-informed author as Stuart Chase. 
in his valuable book, The Tragedy of 
Waste, which has had a deservedly 
wide circulation, criticizes the “‘ waste” 
in the excessive cost of life insurance 
by pointing out that in 1920 the 
companies received a total income of 
$1,847,000,000 and paid to _policy- 
holders $754,000,000—a return of 40%! 

This rather wide-spread belief in the 
excessive cost of life insurance is de- 
plorable for two reasons: first, it has a 
tendency to undermine confidence in an 
institution the service of which is admit- 
ted to be of very great economic value; 
and, second, it rests on such a radical 
misunderstanding that, if unchecked, 
it may lead to serious curtailment 
of sound insurance activities through 
ill-informed legislative action. 


I 


The utmost significance attaches to 
the fact that the life-insurance com- 
panies of this country are gathering to 
themselves, in the regular course 0! 
their business, sums of money which 
in the aggregate are stupendous. Th« 
largest of all these companies, the 
Metropolitan Life Insurance Company 
of New York, has assets which make 
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§2,500,000,000. 


In 1904, 25 
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sreatest financial institution 
world, not excepting the Bank 
England. The assets of this com- 
+ are $3,000,000,000, while the total 
‘ts of 297 life-insurance companies 
$16,000,000,000. ‘This latter figure 
sents 18% of the total income of 
untry in 1928. It is an increase 
$1.600,000,000, or 12%, over the 
of the year before. 
years ago, the total 
of life-insurance companies were 
During the succeed- 
decade, to 1914, they almost 
ed—$2,500,000,000 became $4,- 
In the decade from 1914 


00,000. 
1924 they more than doubled, 
i in the past five years they have 
eased 85%. The regular annual 


ase for some years now has been 
and since 1923, notwithstanding 
sums involved, it has been 


r more. These figures are 
i merely to show how a snowball 
is character can roll up. These 


ums are the result of years and 


ars of accumulation by the companies 


iged in this enterprise. 
life-insurance companies 
d trom their policyholders 
$3,000,000,000 and they paid 
policyholders or their heirs 
half that amount—$1I,500,000,- 
This discrepancy, while reason- 
igh to the initiated, obviously 
explanation to the _ public, 
that interested party to the 
ion has as a whole no true con- 
f what is going on. Unfor- 
for the insurance interests, the 
isextremely hard to make in 
understood by the layman. 
that life insurance rests on 
actuarial science, the full 
n of which is of necessity 
men who have perfected 


yeal 


its processes. 


Every policy of life insurance will 
be paid to the uttermost farthing if the 
policyholder keeps it in force by de- 
positing his annual premiums and if 
the company remains sound. Every 
policy must become a claim sooner or 
later. Neither by campaigns for public 
health nor by any other method can 
the issuing company escape the ulti- 
mate liability under its outstanding 
contracts—because all men die. ‘This 
is an obvious but a very momentous 
fact. Jt 1s a fact that applies to life 
insurance alone. No other form of 
insurance admits any such liability. 
Tens of thousands of policies of fire 
insurance are born, serve and expire, 
without ever inflicting a claim for one 
cent on the companies that issued 
them. The same is true of casualty, 
health and accident insurance, as well 
as of all the indemnity and fidelity 
policies and bonds, and of all other 
minor branches of the insurance busi- 
ness. The life-insurance policy alone 
1s certain to mature and become a claim. 

The only exception to this broadest 


possible statement is found in the 
form of contract called “term in- 
surance,” under which no claim can 


arise unless the insured die within a 
specified “‘term”’ of years—usually five 


or ten. These term policies form but 
a small fraction of the insurance in 
force. They are exactly like fire in- 


surance and are “life” policies only 
in the sense that the risk covered 
temporarily is a human life exposed 
to death, instead of a building exposed 
to fire. 

If, then, 
becomes a claim, the company must 
have the money to pay it. This 
fact is the first proposition underlying 
the structure of the vast fabric repre- 
sented by 100 billions of legal-reserve 
life now in force in this 


every life policy surely 


insurance 
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country. How is this amount to be 
determined with exactness? It took 
the mathematicians of Europe nearly 
two centuries to find the answer to this 
question. They began about 1660, and 
toward the latter part of the period 
Americans joinedinthesearch. In fact, 
it was not until 1868 that the modern 
system of policy valuation, in accordance 
with the requirement of a legal reserve, 
was generally adopted. 


Il 


Life insurance was a mathematical 
impossibility, or at least a tantalizing 
uncertainty, until knowledge had been 
obtained as to the rate at which men die. 
That is to say, it is clear that a man has 
on the average a better chance of 
living for one year at the age of 30 
than he has at the age of 60. But 
how much better? If we are going to 
insure a man for one year at the 
younger age, how much less must we 
charge him than would be necessary 
if he were twice as old? Shall it be 
half as much? 

This basic question could not be 
answered until reliable vital statistics 
for large numbers of men could be 
collected. During the Middle Ages no 
such statistics were in existence. Fur- 
thermore, even if the facts had been 
known, the tenure of life before the 
eighteenth century was too uncertain, 
because of social habits, wars, pesti- 
lence and bad living conditions, to 
make insurance possible at rates that 
the people could pay. Insurance de- 
mands a stable population, free from 
great wars such as the terrible Thirty 
Years’ War. 

Let me emphasize this point by 
showing, in a paragraph, what this 
particular war did. In addition to 
the political disintegration of Germany 
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which the Thirty Years’ War Caused, 
it brought economic desolation to the 
whole country. No important part 
of the Empire escaped the horrors of 
the conflict. The people were the 
victims of a licentious soldiery whose ex. 
cesses laid waste whole regions. Pro. 
perous towns were literally wiped out, 
commerce and industry were destroyed, 
Germany lost half her population and 
two thirds of her national wealth. The 
loss on the intellectual side took genera. 
tions to make good. Life insurance 
was utterly impossible under such 
conditions, or during great scourges like 
the Black Death (bubonic plague), 
which during its recurring visitations 
killed millions. Established social and 
economic relations are necessary in 
order to give a stabilized value to 
human life. None of these conditions 
existed in Europe until the eighteenth 
century, and their improvement to 
the point where life insurance was 
practicable took place barely 150 years 
ago. Even today such experiences as 
the World War and the influenza- 
pneumonia pandemic have very up- 
setting effects. 

But the accumulated vital statistics 
of the past three or four generations 
have enabled us to create a table of 
mortality which is dependable and 
is now legally mandatory for all Ameri- 
can companies as their standard in 
calculating policy valuations. ‘This is 
officially known as the “American 
Experience Table of Mortality.” It 
came into use in 1868, soon after the 
Civil War. Its purpose is to show 
the rate at which 100,000 insured 
persons die, starting at the age of Io. 
And that rate determines the premiums 
to be charged for insurance at the 
several ages. 

The table runs from the age 
10 to 96. The reason it stops at the 
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Taste I. AMERICAN ExperreENceE Morra.city TaBLe 

Number of Number Number Number 

umber Years Dying of Number | Number of Years Dying of 
Dying | Expectation | Each 1,000 Living Dying | Expectation | Each 1,000 
of Life Annually of Life Annually 

| | 

749 48.72 7.49 53 | 66,797 | 1,091 18.79 | 16.35 
746 48.08 7.52 54 | 65,706| 1,143 18.09 | 17.40 
743 47-45 7-54 55 | 64,563 | 1,199 17.40 | 18.57 
740 46.80 7.57 56 | 63,364 1,260 16.72 | 19.88 
737 46.16 7.60 57 62,104 | 1,325 16.05 | 21.33 
735 45.50 7.63 58 | 60,779] 1,394 15.39 | 22.94 
732 44.85 7.66 59 | 59,385 | 1,468 14.74 | 24.72 
729 44.19 7.69 60 57,917 1,546 14.10 26.69 
727 43-53 7.99 61 56,371 1,628 13.47 | 28.88 
725 42.87 7.76 62 | 54,743 1,713 12.86 | 31.29 
723 42.20 7.80 63 53,030 1,800 2.26 33.94 
722 41.53 7.85 64 51,230 1,889 11.67 36.87 
721 40.85 7.91 65 49,341 1,980 II.10 40.13 
720 40.17 7.96 66 47,361 2,070 10.54 “3.78 
719 39.49 8.01 67 45,291 2,158 10.00 47.65 
718 38.81 8.06 68 43,133 3,243 9.47 §2.00 
718 38.12 8.13 69 40, 890 2,321 8.97 56.76 
718 37-43 8.20 70 38,569 2,391 8.48 61.99 
718 36.73 8.26 71 36,178 2,448 8.00 | 67.66 
719 36.03 8.34 72 | 33,739 | 2,487 7-55 | 73-73 
720 35-33 8.43 73.| 31,243 | 2,505 7.11 80.18 
72! 34.63 8.51 74 28,738 2,501 6.68 87.03 
723 33.92 8.61 75 26, 237 2,476 6.2 94.37 
726 33.21 8.72 76 23,761 2,43! 5.88 102.31 
729 32.50 8.83 77 21,330 2,369 5.49 111.06 
732 31.78 8.95 78 18,961 2,291 5.11 120.83 
737 31.07 9.09 79 | 16,670 2,196 4-74 131.73 
742 30.35 9.23 80 14,474 | 2,091 4-39 144.47 
749 29.62 9.4! 81 12, 383 1,964 4.05 158.60 
756 28.90 9.59 82 10,419 1,816 3.71 174.30 
765 28.18 | 9.79 83 8 , 603 1,648 3.39 191.56 
774 27.45 10.01 84 6,955 1,470 3.08 211.36 
785 26.72 10.25 85 5,485 1,292 2:97 235-55 
797 26.00 10.52 86 4,193 1,114 2.47 265.68 
812 2.37 | 10. 83 87 3079 933 2.18 303.02 
828 24.54 11.16 88 2,146 744 1.91 346.69 
848 23.81 11.56 89 | 1,402 555 1.66 395.86 
870 23.08 12.00 go | 847 385 : a7 454-54 
896 22.36 12.51 gi | 462 246 1.19 532.47 
927 21.63 13.11 92 216 137 .98 634.26 
962 20.91 13.78 93 | 79 5! .80 734.18 
1,001 20.20 14.54 94 21 18 64 | 857.14 
1,044 19.49 15.39 95 | 3 3 .50 | 1,000.00 
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latter point is that only three persons 
out of the original 100,000 are cal- 
culated to be still alive at the age of 95 
and they will in all probability die 
during the ensuing year. Hence, it 
is taken as a determined fact that the 
entire group ceases to exist in 86 years. 

Now, since all the members of a 
group of 100,000 will probably have 
died before reaching the age of 96, 
that age is accepted in actuarial cal- 
culations to be the absolute terminus 
of that generation. Therefore, if a 
policyholder has survived until that 
age, the actuary assumes that he will 
not live beyond it, and builds the 
policy so that it will mature at that point 
automatically. Only two or three 
times in all insurance history has a 
policyholder survived beyond that ex- 
traordinary age. 

But “maturing the policy auto- 
matically”” means that it has become 
an endowment for its face amount. 
And that is precisely what every 
“life”? policy is—an endowment at 96. 
This, then, gives the necessary and 
definite close to the insurance trans- 
action. If a man aged 23 buys an 
“‘ordinary-life”’policy, he is really buy- 
ing a 73-year endowment; if he is aged 
60 he is buying a 36-year endowment, 
and so on. More than half of all 
insurance in force is of this character— 
whether it be “ordinary life,” in which 
premiums are paid during the whole 
lifetime of the insured, or “‘twenty- 
payment life” or “five-payment life,” 
or whatever limited number of pre- 
miums are called for. Accordingly, 
if a certain policy is written for $1,000, 
the company must have that much 
money on hand with which to pay 
it by the time the insured reaches 96. 
How much earlier the money may 
have to be paid through prior death 
is another matter. 
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This “other matter” is the insurance 
part of the transaction, which means 
in effect that every premium is essen. 
tially a dual-purpose payment to the 
company. The first part is the “de. 
posit” to build up the sinking-fund 
or self-insurance fund; the other part 
is a “premium” added to meet the 
policyholder’s share of the annual cost 
of the insurance that he is carrying. 
The two together comprise what the 
public calls the “premium.” But from 
the actuary’s point of view they are 
essentially distinct because they serve 
different purposes, both of which are 
necessary to the completeness of the 
operation. 

It is fairly simple to calculate the 
amount of money paid annually and 
compounded at a given rate of interest, 
which is necessary to accumulate $1,000 
in a certain number of years. This 
calculation involves no question of 
life contingency—that is, of death or 
survivorship—but is a definite sum 
accumulated at the end of a certain 
number of years for the benefit of the 
legal owner or his heirs, all or any of 
whom have the privilege of continuing 
payments to complete the endowment 
term if the original investor falls by 
the way. Such a transaction obviously 
has almost no place in an insurance 
contract, for it is pure banking. But 
the reason that the ordinary life policy 
matures as an endowment at 96, is that 
every one of the group of 100,000 will 
probably have died before reaching 
that age. Hence, something beyond 
the pure banking accumulation is neces- 
sary: a contribution from the member: 
of the group to provide for the earlier 
payments on behalf of those who die. 

Theoretically, there are two ways 
in which this may be secured. ‘The first 
is by paying annually an assessment 
equal to the death rate of that year. 





can be carried most easily. 
arger payments in the younger years 








un ascending step rate, as can 


[his 1s al 
' . seen from the last column of Table 
|. It works this way: 
A man aged 35 may insure his life 
$1,000 for a premium of $8.95. 
cuarantees that $1,000 will be 
maid his heirs if he dies during the year. 
[he next year he may reenter the same 
rrangement, with the exception that 
premium will be $9.09 at age 36. 
\t 37 the rate becomes $9.23. At 50 
has jumped to $13.78 and at 60 to 
If he wishes to continue the 
arrangement, he will have to pay 
$61.99 at 70 and $144.47 at 80. If he 
that long, he will probably sicken 
the now terrific rate and will drop 
e insurance, as has been the experi- 
nce of all purely assessment fraternal 
rganizations. In that event, all he 
; to show for the money he has paid 
luring the past 45 years is the memory 
the insurance protection that he has 


$26.09. 


anv 


Theoretically this plan is sound, 

it practically it is not satisfactory. 
It places the burden of heavy payments 
where it should not be, that is, 
that time in life when, because of 
reduction of earning power, men 
wish to get rid of fixed charges. Practi- 
| experience in insurance administra- 
shows that, because of the very 

gh rate at advanced ages, it is neces- 
sary to offset this increase by reducing 
he risk to a point where the premium 
manded for that reduced risk can 
paid by men of average resources. 
The second plan, called the “level 
mium,”’ works in the opposite direc- 
from the first plan. It places 
‘heavy burden in early life when it 
It requires 


in the first plan, but these payments 
in stationary or “level,” not- 
ithstanding the advancing age of 
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the insured. A considerable portion 
of these payments becomes a deposit 
to reduce the company’s risk in connec- 
tion with the increasing probability of 
death. 

This plan is equally sound, actu- 
arially speaking, and wholly practical 
because it is adjusted to conform 
to the usual conditions of life. But 
it is precisely this plan that causes 
all the popular feeling that life-insur- 
ance premiums in general are too high. 
This is owing to the fact that these 
level premiums involve the creation of 
vast reserves held by the companies 
against the future payments to be 
made by them. ‘These reserves are 
built up by the annual premiums 
collected from the whole body of 
policyholders, and the aggregate of 
these premiums is far greater than the 
death and other claims that mature 
each year for that small fraction of 
policyholders who die or surrender. 
Hence, we have the startling condition 
referred to at the beginning, where 
the policyholders paid in 1928 over 
$3,000,000,000, of which the companies 
returned to policyholders and their 
heirs only $1,500,000,000. 

If the transaction were on the yearly- 
term basis just explained,the story would 
be very different, because it would 
show that the account with all policy- 
holders involved an annual collection 
from them of just enough money to 
provide funds to pay the claims of 
those who died that same year. ‘Table 
I would be used in both cases, but if 
there were 100,000 persons, aged 35, 
each insured for $1,000, it would be 
necessary to collect only $895,000, 
because only 895 would die that year. 
Under the level-premium plan the same 
number of the same age, insured for 
$1,000 each, would involve the pay- 
ment of the same number of claims, 
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but the total premium collected that 
year would be $1,886,660. 


Ill 


The matter may be stated from 
another point of view. In level-pre- 
mium insurance the premium is cal- 
culated in accordance with a legally 
adopted mortality table, under which 
is maintained a reserve to guarantee 
the fulfilment of the contract. This 
reserve is the accumulation, at interest, 
of the net premiums, from which ac- 
cumulation the cost of insurance is 
deducted annually, the reserve becom- 
ing sufficient with the lapse of years to 
meet the contractual obligations of the 
company. 

A “reserve” is not “surplus”; it 
is both a sinking fund and a legal 
liability, not merely a safety fund. 
Furthermore, the reserve belongs to 
the policyholder whether he lives or 
dies, inasmuch as it has been accumu- 
lated wholly from his premiums. If 
he lives, it becomes the basis of the 
surrender values—that is, cash values, 
paid-up insurance values and ex- 
tended-insurance values. When, not 
“if,” he dies, the reserve, which he 
has already built up by annual contri- 
butions out of his own pocket, plus 
“the amount at risk,” which is the 
difference between this reserve and the 
face of this policy, together make up 
the death claim that the company pays 
the beneficiary. 

Recognizing the inescapability of the 
facts regarding longevity and death, 
life insurance, although first thought 
of in any modern way over two 
centuries ago, remained hopelessly 
defunct so long as people thought in 
terms of the “‘step-rate premium” 
policy. The problem was soserious that 
in the early days life insurance was vastly 
less popular than state lotteries and it 
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never would have amounted to any- 
thing at all if a way to escape both 
horns of the dilemma—either “yp. 
leveling” the premium or “unleveling” 
the insurance—had not been found. 
But, to the imperishable glory of the = 
mathematicians of the eighteenth and | 
nineteenth centuries, both horns were 
completely eluded by the invention of 
the principle of the reserve. 

Of course, the technical details 
worked out in applying the principle 
were enormously complicated, for it 
was realized that the premium would 
have to be kept “level” in order to 
make life insurance of any value to 
mankind. No man, certainly no large 
number of men, would insure for life 
under the ascending step-rate system. 
However, not only the premium but 
also the insurance had to be kept 
“level” —that is, kept up to its face 
amount as shown in the policy. An 
insurance of $1,000 always had to be 
worth fully that amount when the 
time came to pay it to a man’s heirs. 
Finally, the solution was definitely 
found, a solution which by its simplicity 
and certainty has had the effect of 
opening the doors for 65,000,000 people 
in this country alone to partake of the 
benefits of life insurance. 

Here is the solution in effect: If a 
man should start a “‘level-premium” 
policy at the age of 30, he pays a 
premium that is sufficient to meet 
the “normal cost”’ of insurance, as it is 
called, at that age. It is only as he 
grows older that trouble develops, and 
the increasing inadequacy of the pre- 
mium is noticed. At the age of 40 his eve 
policy, as a death benefit that year, requ 
would be worth only $goo. Now if, 
instead of paying $10 when he started 
his insurance, he had paid $20 a year, 
the extra $10 would have accumulated 
to the credit of his policy and would 
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TasieE IJ.* Awnatysis or Orpinary Lire Po.icy 
Age 35 Amount $1,000 
Office Premium $27.00 Margin $5.92 Net Premium $21.08 
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have formed a self-insurance fund 
(omitting for the moment all considera- 
tion of interest) exactly equivalent 
to the $100 that the level premium 
of $10 would be incapable of buying 
at age 40. ‘Therefore, if he had died 
that year his double-decker premium 
would have done two things: it would 
have met the “‘normal cost” of $go0o 
insurance and it would have added 
thereto the reserve of $100 which at 
that moment was standing to his credit, 
just like money in a savings bank. 

At the age of 50 the premium pays 
for insurance lacking $250 of the face 
amount of his policy. But the extra 
$10 annually, crediting some interest, 
has now built up the missing $250, and, if 
the policyholder had died that year, 
his estate would have received the 
full thousand dollars. Exactly the 
same process would have been carried 
out at the other ages mentioned, with 
proportional results at the intervening 
years. By the time the age of 96 was 
reached, the reserve by itself would 
have equaled the face of the policy 
and would have been paid to the insured 
or to his beneficiary. 

The reserve is really a sinking fund, 
which is the present value of all future 
claims and is an amount sufficient to 
reinsure every risk at net tabular 
rates. Moreover, this sinking fund 
in its entirety belongs to the policy- 
holders themselves, directly in _ pro- 
portion to the vested interest each one 
has in the total amount of insurance 
carried bythe company. It is compara- 
ble to the liability of a savings bank 
to each of its depositors. From this 
point of view Governor Pierce might 
as well call attention to the amount 
of money deposited by the citizens of 
Oregon in the savings institutions of 
that state and, because the amounts 
withdrawn are less than the amounts 


deposited, blame the Savings instity- 
tions as a great source of expense to 
their depositors. 


IV 


Thus it is clear that the adoption of 
the reserve made level-premium |ife 
insurance possible as a practical utility, 
It is also clear that, incidental thereto, 
the creation of all the reserves necessary 
to validate the billions of insurance 
in force at all ages requires billions 
of actual dollars to be deposited with 
the companies engaged in furnishing 
life insurance to our citizens. 

As the business increases in volume, 
and as the insurance in force grows 
older in duration, the reserves are 
bound to become not only actually 
but proportionately larger. They are 
now so large, $17,000,000,000, that the 
annual payments to the comparatively 
small number who die or surrender, 
hold a steadily decreasing relation to 
the total. Remember, the writing of 
new insurance each year grows apace. 
Within ten years, at the present rate 
of growth, the annual payments by 
the companies compared with the an- 
nual premiums received, instead of 
being in the ratio of 1.5 to 3 are likely 
to be 1 to 3—to the still greater mysti- 
fication of lay writers on this subject, 
such as the Department of Health 
of the State of Oregon, referred to at 
the beginning. But this condition is 
mathematically necessary to preserve 
the integrity of the institution. And 
that integrity surely is worth preserving, 
for its economic and social benefits are 
just beginning to be understood by 
the nation at their true worth. 

The fact is that the level-premium 
system is at once a marvel of simplicity 
and of elaborately complex calcula- 
tions, made possible by the advancing 
science of higher mathematics. It 
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that the mortality of the country, 
when the present legal table was worked 
out in 1868, was a very different 
mortality from what it is today, and 
that the companies are greatly to 
blame for not passing over to their 
members the savings in death claims 
effected by the improved health of the 
nation. 

There are two answers to this charge, 
both very easily comprehended. First, 
modern medicine has done wonders in 
certain special fields. Sixty years ago 
we lived in a world where the knowledge 
and potency of the physician as com- 
pared with contemporary conditions 
were about as great as a rushlight 
compared with an electric arc-light. 
This is true in certain limited fields, 
most particularly in pediatrics. It is 
no exaggeration to say that practically 
everything that relates to the hygienic 
care of children and the treatment of 
the diseases peculiar to them has been 
revolutionized since the Civil War. 
The effect of this has been to make 
the records of infant mortality of the 
sixties and seventies look like the 
conditions in Southern India when 
compared with the records of our own 
land. While it may still be true that 
the mortality of our mothers in child- 
birth is higher than that of any other 
civilized nation, yet this dreadful state 
of affairs is not due to our ignorance 
of what causes puerperal fever. It is 
due to our willingness to allow stupid 
and unclean midwives to ply their 
dangerous trade. But it must be re- 
membered that we do segregate this 
iniquity, so to speak, because it is 
not general throughout the country. 
Public opinion has made childbirth 
in the North almost as safe as it is in 
England or Holland. 

But the child, having once been 
born, enters a world where his chances 








216 HARVARD BUSINESS REVIEW 


of living are greatly increased over 
those of his grandfather or even of 
his father. The point of lowest mor- 
tality is 12 years of age. The life 
expectancy for ages I to 21 is far higher 
than it was half or three quarters of a 
century ago. 

On the other hand, the life-insurance 
statistician is not nearly so much 
interested in the mortality of infancy 
and childhood as he is in that of middle 
and old age. Here the story is much 
less pleasant. It can be summarized 
in a sentence: vital statistics of mil- 
lions of insured people seem to show 
that the degenerative diseases of late 
middle life and of old age are not only 
more general than they used to be— 
largely on account of the tempo at 
which we live—but that efforts toward 
their control are no more successful 
than similar efforts by the physicians 
of the Civil War period. This is a 
sad admission, but degeneration is 
a sad matter anyway, and the only 
thing to do about it is to live hygieni- 
cally at whatever cost in_ self- 
indulgences. 

But from the life-insurance stand- 
point, the matter is serious enough, 
because so far from being fewer 
deaths at the ages between 50 and 70, 
there are more. Actually a smaller 
percentage, not a smaller number, 
are passing into the 70 to 80 decade 
than was the case 50 years ago. A 
curious confirmation of this fact that 
has just come to hand is a review pub- 
lished in July by the American Journal 
of Hygiene of Johns Hopkins University, 
This study, conducted by a professor of 
biometry in no way connected with 
insurance interests, shows that the 


expectancy of life at the age of 60 is 
not greater now than it was in Revolu- 
tionary days, despite the increase in 
the average longevity due to the tre- 


mendous strides made by moder 
science. The average lengthening of 
life of which our friends talk so much js 
glorious, but it is caused primarily 
by saving the lives of infants ang 
adolescents, not by keeping alive sey- 
eral years longer more of those at the 
other end of the table. 

Sadly enough, the vitality gains 
which would make it possible fo; 
insurance companies to lower premiums 
are confined to those policyholders 
who are at the beginning of life— 
and they of course, form a very minor 
fraction of the total membership. It 
is surprising how little the public 
understands of this biometrical tru- 
ism—as it seems to us who are familiar 
with trends in the business of insurance. 
The mortality at the older ages is 
greater than it ever was, and of course 
it is the deaths of members over 50 
that cause the larger portion of any 
company’s claim sheet. Until we can 
really get people to live longer at the 
critical end of life, we shall have no 
reductions in premiums. 

This brings up the second point in 
connection with the plea that premiums 
be reduced—namely, the fact that the 
only factor determining the size of the 
premium is the number of deaths that 
have to be takencareofateachage. By 
an examination of Table I, it appears 
that at the age of 35, out of 81,822 
living at the beginning of the year 
732 persons probably will die dur- 
ing the year. Now, if only 460, 
for instance, were going to die that 
year, the fourth column, which shows 
the number dying of each 1,000 
annually, would read 5.62 instead of 
8.95, which figure is not only the num- 
ber dying in each 1,000, but is also the 
exact premium that each man of 35 
must pay to insure his life for $1,000 
for that year—and incidentally for no 
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dern -her year. If houses burned more fre- 
y of rently than they do, fire-insurance 
*h is nati ; would goup. Conversely, if men 
rid} fied less rapidly than they do, life- 
and asurance rates would go down. 
. It is very easy to cast charges of 
the waste and bad management at almost 
any human undertaking. It is easy 
ns to bolster up such charges with evi- 
for dence that appears to justify them. 
No doubt Stuart Chase has uncovered 
et evidence that really does prove his 
point in regard to many inexcusa- 
aOr bly wasteful practices. But when he 
lt comes to life insurance he fails signally, 


through wilfulness or blindness, 
it through that misunderstanding of 
the situation which has caused so many 
ple who are unfamiliar with the 
facts to form erroneous judgments. 
[he simplest way to prove how 
5 economically life-insurance companies 
are managed is to show the figures of a 
epresentative, high-grade institution 
ind let them tell their own story. 
lhis have done in Table III. 
Last year out of every dollar of income 
eived, exactly 13 cents were spent 
expenses generally—including all 
rmsofoverhead. Webelievethatsuch 
, record would be hard to match inacom- 
rcialor merchandising or manufactur- 
ng organization. 
Life-insurance companies create no 
wealth. They collect and redistribute 
alth in accordance with contracts 
rawn to meet certain prearranged 


we 


litions. Every form of insurance 
money because every person 


red bears his share of the losses 
istained by the whole group. These 
are positive losses to society. 
Insurance does not restore the economic 
es that are destroyed. What in- 


ance does is to distribute the loss 
ng many people instead of allowing 
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it to center on the few who sustain it. 


Hence, insurance must always cost 
money. Each loss, whether of life or 
property, reduces the community’s 
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Total Receipts, 1928, $47,342,137.09 


Out of Every Dollar Received by the Company— 


13 cents were spent for expenses. 
2 cents were given to the Government in taxes. 
85 cents were credited to Policyholders’ Account. 


‘mage } 
| In 1928 exactly one-half of every dollar received 
was returned that same year to policyholders or their | 
estates, and in addition 35 cents were credited to } 
| policyholders’ benefit in legal reserves and surplus. 











assets by that much; the essential dif- 
ference is that the direct victim is forced 
to meet only the trifling share thereof 
represented by the premium he has 
paid—and everyone else in the group 
pays pro rata exactly the same share. 
Thus the losses fall on the least 
important part of the capital of all— 
that is, the premium accumulations, 
which represent a mere fragment of 
the income of each—instead of being 
focused on the relatively few individuals 
who do actually suffer the loss insured 
against and who are idemnified thereby. 











THE THIRTEEN-MONTH CALENDAR 
By M. B. FOLSOM 


present twelve-month calendar, 
many business concerns in the 


ee of the defects in the 


United States are now using the thir- 


teen-period work calendar for their 


internal records. 


Defects in Present Calendar 


From the business point of view 
there are three defects in the present 
twelve-month calendar: 


The variation in the month, which 


unit is the basis for the Majority of 


reports compiled in business, is , 
serious defect. Statistics based on the 
month can not be accurately compared 
unless adjustments are made for these 
variations, and adjustments are expen- 
sive and for some items difficult. 
There is a difference of 11% between 
the length of February in ordinary 
years and the length of a 31-day month, 






















































































NUMBER OF WORKING DAYS IN EACH MONTH OF 1928-293 
Days (Allowance made for Saturday half-holidays and 7 holidays) Days 
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1. The variation in the number of days 
in the month. It may consist of 28, 29, 
30 or 31 days. 

2. The fact that the month is not a 
multiple of the week. With the exception 
of February, each month contains four 
weeks plus two or three days. 

3. The calendar is not fixed; it changes 
each year. As the ordinary year has one 
day over 52 weeks, the date of the month 
each year falls on a different day of the 
week from the preceding year. 


If allowance is made for holidays and 
Saturday half-holidays, there may be 
a variation of 19% in the number ot 
working-days in a month (from 2! 
days to 25 days). The accompany- 
ing chart shows the number of work- 
ing days in each month of 1925 
and 1929, allowance having been made 
for seven holidays and Saturday 
half-holidays. 
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variation is the cause of many There is a corresponding variation in 
notions each year regarding the number of other days of the week 
rse of business conditions in the month. 


it the country, also for the Take the hotel business as a specific 
, business within an individual illustration: Thursday is the best day 
hic inless adjustments are made for of the week for the hotel business, the 


ferences. In the publication average receipts on Thursday equaling 
r business as a whole, adjust- 18% of the receipts of the week, while 


the / nts are not usually made. For Sunday receipts are only 7% and 
red :mple, the total number of freight Saturday receipts are 10% of the 
ese .rs loaded in the week ending Novem-_ receipts of the week. This variation in 
en- r 20, 1929, was 837,107, whichis some’ the number of days in the month and 


:.900 cars less than the total loadings the difference in the value of the days of 
el n the Thanksgiving-day week in 1927. the week cause a fluctuation in the 
\merican Railway Association re- value of the months of any one year 
wever,thattheseloadings were and also in the value of corresponding 
31,380 carsunderthe same weekof 1927. months of different years. Using 1926 
1929, the week ending November 30 as an illustration: If January were con- 
Thanksgiving Day. The sidered as 100, February would have 
n made by the Association a value of 93.5, March a value of 
th the 1927 week ending Decem-__ 106.5, April 102, May 100, and so forth. 
post-Thanksgiving-day week. If the hotel manager made no adjust- 
rked drop in freight loadings ment for these variations, he would get 
ccurs during the Thanksgiving- a wrong conception of the course of 
his business. He would probably make 
ountants are familiar with allowance for February, but it is 
-pay-roll difficulty and withthe doubtful whether he would make al- 
urse of the burden and cost lowance between March and May, 
nts owing to the fact that some for instance. 
have five pay-days and others The department store gives another 
ir pay-days. This variation good illustration of the difficulties 
1umber of pay-days upsets caused by these defects in the calendar. 
ns, not only between months Saturday is the most important day 
ume year but also between for department stores, Saturday bring- 
nding months of consecutive ing in 22% of the business of the week. 
vecause the month does not In March of last year there were 
ys have the same number of five Saturdays, and in March of the 
ays in different years. The fol- previous year there were four Saturdays. 
ng table shows the number of ‘The sales value of each day of the 
in each month of 1929 week for department stores is shown in 


11928: the table on page 220. 
1929 1928 1929 1928 1929 1928 
4 4 May ee 4 September 4 s 
4 4 June 5 5 October 4 4 
5 5 July 4 4 November 5 4 
4 4 August 5 4 December 4 5 
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Vauue or Eacu Day or THE WEEK 


The Thirteen-period Calendar 













































































Monday. ienengrads va lvoan seat 15.5% x are t 
Tuesday. . 14.9 Experience shows that for interna] one 
— ek “ys records these complications can be used 
Solider... | eee ey avoided by the use of the thirteen. then 
Saturday...... ER css eed period calendar. Under this plan the a we 
year is divided into thirteen periods of five 
This variation is accentuated by the four weeks each, each period consisting peric 
variation in the number of days in of twenty-eight days. Except for holi- durii 
each month as exhibited in the follow- days, the periods are the same length upor 
ing chart. and are, therefore, comparable without This 
peri 

be 
VARIATION IN VALUE OF THE MONTHS IN 1929 | = 
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It is obvious from the few illustra- adjustment. The cause of variations on | 
tions which have been given that, if in comparisons from month to month Jan 
adjustments were not made for the can be traced without the necessity - 
variations in the number of days and_ of determining to what extent they are = 
the number of weeks in the month, due to the irregularities of the present 
monthly reports would be misleading, calendar. for 
and inaccurate comparisons would be Allowance must, of course, be made Kay 
obtained between months of the same for the fact that the number of days in Pa 
year and between corresponding a year (365 in ordinary years and ze 
months of consecutive years. If 366 in leap-years) is not exactly the 


adjustments are made, additional cleri- 
cal work is required. 


divisible by 13. Thirteen months of 
28 days each account for 364 days, 
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:pon how many leap-years intervene. 
This means that on these occasions one 
‘od will have five weeks and will not 
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» over one or two days. There 


methods of taking care of the 


two | 
or two extra days. The method 


| by the majority of firms is to let 


SCU fs 


n accumulate until they amount to 
ek. and then to insert a week every 


ve or six years in one of the thirteen 


Whether it would be inserted 
the fifth or sixth year depends 


S 


directly comparable with other 


oeriods. and allowance will have to be 


for this in comparative state- 


le 
With concerns whose business 


is seasonal, the practice is to insert the 
ext saeal when business is atits lowest. 


The other method is to include the 


xtra day, or two days in leap-years, 
in the thirteenth period. 


This period 


ld not be exactly comparable with 


Oi} 
Ulu 


other periods under this method, 
there would be a difference of 
one twenty-eighth in ordinary 


years and one fourteenth in leap-years. 


n the inauguration of the work 


calendar, a concern may select any 
lay it chooses for beginning a period. 


idopts the cumulative method 


' taking care of the extra days, its 


is will always begin and end on 
same day of the week. If it 
pts the other method, its work 
ndar will always begin each year 
the same day as the regular calendar, 
lary I, but on different days of 


the week in different years. 
A list was prepared of over 70 
irge concerns in this country which 


using the thirteen-period calendar 
their internal records. Informa- 
1 was obtained by the writer from 


forty-eight of these concerns regarding 
their experience with this calendar. 
me of the 
ethod of control are: 


concerns using this 





Carter’s Ink Company, Boston, 
Massachusetts 

Crocker-McElwain Company, Holyoke, 
Massachusetts 

Eastman Kodak Company, Rochester, 
New York 


R. H. Foerderer, Incorporated, Philadel- 
phia, Pennsylvania 

Graton & Knight Manufacturing Com- 
pany, Worcester, Massachusetts. 

Hearst Publications, Incorporated. 

Jewel Tea Company, Chicago, Illinois 

Kendall Mills, Walpole, Massachusetts 

Western Clock Company, LaSalle, 


Illinois 


The Western Clock Company and 
R. H. Foerderer have used this calendar 
for over thirty years. Sears, Roebuck 
and Company have just announced 
that they will use the thirteen-period 
calendar for all their accounting and 
records beginning January I, 1930. 

In most cases the practice is to use 
the thirteen-period calendar for all 
internal records of both office and 
factory, including general books. Of 
course, if all the advantages are to be 
obtained, the application should be 
universal within the company. ‘Those 
companies which use it in the factory 
only will undoubtedly encounter difh- 
culty and confusion from the use of 
two systems, because they will have 
some statements on the thirteen-period 
basis and some on the regular calendar 
basis. If the plan is advantageous 
for the factory, there is apparently 
little reason why it should not be 
advantageous in compiling sales rec- 
ords and the many other records 
necessary for the administrative end 
of the business. 

In the case of nearly every thirteen- 
period user, books were closed at the 
end of the period rather than at the end 
of the month. Quarterly reports and 
closings had been done away with by 
most of them, inasmuch as a quarter 
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consists of three periods and one week. 
They find it just as feasible and useful 
to issue cumulative reports by periods, 
having a report of, say, the second 
period, the third period, the first 
four periods, and so on, with compari- 
sons with the corresponding periods of 
different years. If it is necessary to 
compare the first three periods with the 
second three, this can be done easily, 
whether this length of time exactly 
compares with the quarters under the 
regular calendar or not. Some con- 
cerns have three “quarters” of three 
periods each and one “quarter” of four 
periods. In seasonal business it often 
happens that the sales in four periods 
during the slack time of the year would 
not exceed the sales in three periods 
during the busy part of the year. Clos- 
ing the books at the end of quarters 
of the regular calendar involves, of 
course, an extra closing and an addi- 
tional report. 

Statements to the trade are in most 
cases sent out according to the regular 
calendar, but the accounts receivable 
ledgers are closed according to the 
period basis. As to accounts payable, 
while the majority pay according to 
the regular calendar, a number have 
been able to make arrangements with 
concerns from whom they buy materials 
and services, and also with banks, to 
have statements rendered to them 
according to the periods of their 
work calendar. 

Although not all companies had made 
any change in dates for paying their 
salaried employees, most of those con- 
cerns which formerly paid monthly 
now pay at the end of the four-week 
periods, an employee receiving one 
thirteenth of his annual salary each 
period. They reported little difficulty 
in putting their employees on this basis. 
It simplifies costs, of course, if the 
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salaried employees are on the same 
basis as the other costs. 

With one or two exceptions, little 
difficulty was reported in introducing 
the thirteen-period system, and the 
difficulties are principally of a kind 
that may be overcome in a year or two, 
such as, for example, making com- 
parisons between the thirteen-month 
year and the preceding year when the 
statements and reports were compiled 
on a_ twelve-month basis. Fairly 
accurate comparisons can be made 
between the periods of one year and 
the corresponding months of previous 
years, but for more accurate compari- 
sons, especially for the periods near 
the middle of the year, it may be 
necessary to convert previous years to 
the thirteen-period basis. The com- 
parisons between the weekly reports 
of the two years would not be upset 
nor would the comparison between the 
cumulative weekly reports. 

If a concern contemplates adopting 
the thirteen-period calendar, it is ad- 
visable to delay its introduction one 
year, so that during that year the 
statistics can be compiled according 
to both the regular calendar and the 
thirteen-period calendar. 

The outstanding advantage of the 
thirteen-period calender is that all 
months are comparable without any 
adjustment being necessary for the 
unequal number of days or the un- 
equal number of weeks found in 
the ordinary twelve-month calendar. 
More accurate cost, burden and pro- 
duction records can be compiled with 
less labor because no adjustments are 
necessary to reconcile weekly and 
monthly items. It is also advanta- 
geous in the factory to have the closing 
each month on the same day of the 
week and to have the end of the week 
coincide with the end of the period. 
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Company Experiences 
using this type of 
experienced 
operation. 
that the 


mpanies 
lar have generally 
lisadvantages in its 


vantage is 


chief dis: adv 
of the world uses the twelve- 
calendar, and statements are 


that basis. 
involved 


rendered on 
work 


ved and 

extra clerical 
hirteen closings instead of twelve, 
the saving in other respects much 
The fol- 


reports 


offsets this item. 
wing are extracts from the 
. few concerns which have used this 


re than 


ndar for a number of years: 


Western Clock Company 


We have experienced no difficulties 
r our 13-month calendar plan. Our 
ry months are all of the same length, 
year, last year, 36 years ago. When 
re a financial statement, budget 
nent, sales or profit and loss state- 
t, showing comparisons with any pre- 
; periods, these comparisons are always 


rv m<¢ 


same basis, and no reconciling 
S are necessary. 

We are very enthusiastic about 
13-months calendar We have 


nced much peace and enjoyment 
ts use and we would like to pass it 
thers. 

> Knight Company 


Graton E 


rom a business point of view, I know of 
il objection to the 13-period calendar. 
using 1t in our business for over ten 
that no real 
against its 


state 
found 


I venture to 
coul 1 be 

rsal adoption. 
3-period calendar is not any 
ea for business troubles, but statistics 
, COStS, expenses, et cetera, compiled, 
basis certainly help to make better 
and get facts more accurately. 
Under the monthly calendar plan, 
mparisons were made it was neces- 
letermine the number of working 
each month. If you operate on a 
monthly basis it is necessary almost 
one week’s pay-roll. 


parisons 


nth to divide 
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This practically doubles the work of the 
pay-roll department one week each month. 

Our pay-roll records, sales and exec- 
utive cost, sales, et cetera, are on the 13-per- 
iod basis. Only where our activities touch 
the outside world do we have to consider 
the 12-month calendar. Included in these 
are: 


Receivable Customers’ 

Bank Statements 

Payment of Purchase Invoices (if paid 
on 1oth of following month) 


Statements 


The success which the Graton & Knight 
Company has had with this ‘natural’ 
13-period calendar inspires us to recommend 
it whole-heartedly to others. 


The Fiberloid Corporation 


Today, we have all kinds of statistical 
data built on a four-week basis, and cover- 
ing a period of more than four years. 
One week after the close of each period we 
present to our management a complete 
set of financial and operating statements. 

This information is submitted to our 
executives, together with a memorandum 
pointing out the high spots. There is no 
necessity for the busy manager to stop 
and consider a variable time period when 
studying these statements. He knows 
we are talking of 28 week-days or 22 operat- 
ing days, excepting holidays when they 
occur. 

Fuller Brush Company 


To remedy this situation (confusion due 
to split weeks) in 1924 we inaugurated the 
13-period calendar, and thereafter as long 
as bonuses were paid they were figured by 
periods instead of months. This gave the 
representative the opportunity to earn his 
bonus on four regular weekly orders and 
the result was that split weeks became a 
thing of the past. 

Although this change was made primarily 
to benefit the sales organization, its effects 
have been felt throughout the entire work 
of the company. We find that, working as 
we do on a weekly basis, it is much simpler 
to build up our months, or, as we call them, 
periods, by making them multiples of 
weeks... 

Another feature in connection with the 
office work is that it enables us to make 
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more frequent closings of our books, all 
covering an equal period of time. This 
would appear to require a larger clerical 
force, but as a matter of fact such is not 
the case... 


A Universal Thirteen-month Calendar 


In view of the experience of the 
companies which have actually used 
the thirteen-period calendar, the ques- 
tion arises whether the universal adop- 
tion of this calendar would not be of 
distinct advantage to the business 
world. 

A movement toward the general 
adoption of the thirteen-month calen- 
dar has been in progress for several 
years with prospects of success. It is 
one of two plans for calendar reform 
suggested by the League of Nations. 
That body in 1927 asked each country 
to set up a national committee to 
look into the question of calendar 
simplification with a view to an inter- 
national conference on the subject. 
Such a committee has been formed in 
the United States under the chairman- 
ship of Mr. George Eastman. Corre- 
sponding committees have been formed 
or are being formed in Germany, 
France, Holland, Austria and several 
Latin-American countries. 

The American national committee 
has completed an inquiry which shows 
that a very strong sentiment exists in 
the United States in favor of the 
universal adoption of a better calendar, 
and that the thirteen-month plan is 
preponderantly favored. This commit- 
tee’s report was submitted to the 
Secretary of State last August, and 
transmitted by him to the League of 
Nations. It received the approval of 
a number of departments of the Govern- 
ment interested in calendar improve- 
ment, particularly the Departments 
of Commerce, Labor, Agriculture, the 


Navy and the Interior. The com- 
mittee found that the “requisite cop. 
ditions exist to justify the Participation 
of the United States in an internationa| 
conference to provide for the simpli- 
fication of the calendar.” More thay 
90% of nearly five hundred representa- 
tive organizations which expressed to 
the committee a preference for a Partic- 
ular method of calendar change, chose 
the thirteen-month plan. 

The thirteen-month plan, like the 
thirteen-period work calendar, divides 
the year into thirteen months of twenty- 
eight days each. It is generally known 
as the International Fixed Calendar, 
Each month would be as follows: 
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The extra day in ordinary years would 
be called Year Day and would be 
placed on December 29 between Satur- 
day, December 28, and Sunday, Jan- 
uary 1, and Leap-year Day likewise 
on June 29. These two days would 
be “blank”? days and would be ob- 
served as holidays or extra Sabbaths, 
without a week-day name, thus making 
each of the thirteen months contain 
exactly four weeks, and overcoming 
the objection of having to add an extra 
period every five or six years. 

In addition to the advantages from 
the business point of view, the Inter- 
national Fixed Calendar has a number 
of other advantages. For instance, 
it is part of the plan to have all holidays 
on Monday. While this would be of 
great benefit to business concerns be- 
cause they would not be forced to 
close their plants in the middle of 
the week, which is rather expensive, 
it would also be of tremendous benett 
to people at large, especially to the 
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THE THIRTEEN-MONTH CALENDAR 


people, to have holidays in 

) with week-ends. 
‘nes of business where collections 
le monthly, the 28-day month 
bring about a quicker turnover. 


Pi iil se 


me volume of business could be 


with a smaller capital because of 


rter month, or a larger volume 


at 


| be handled with the same capital. 
would also be advantageous to 


sons in their home affairs, and to 


ewives in particular, to have ex- 


ur weeks in every month, 


ing them to budget their expenses 


same basis as their incomes. 
vould not be the difficulty now 


enced of having some months 


four pay-days with which to 
monthly bills. All periods 
ing and spending would be 
or exact multiples of each 


ther feature of the plan is the 
for a fixed Easter—the second 
in April; the churches seem to 


or of this plan. A fixed 
would be beneficial to many 
ries, transportation companies 


to the Thirteen-month Calendar 


ctions to calendar simplification 
emphasize the inconvenience 
t of changing from the present 
irtoanother. Assertion is made 
the present calendar is good 
and that the advantages to 
ed do not warrant a change. 
regard to the thirteen-month 
me of the objections are that a 
hirteen months is not divisible 
rters and half-years containing 
number of months; that there 
be thirteen business closings 
twelve, involving increased 
has thirteen 
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Fridays, the thirteenth, and therefore 
is objectionable because of the super- 
stition that such days are unlucky; 
that it will change most of our birth- 
days, holidays, and anniversaries, and 
cause confusion in historical dates; 
and that, by the insertion of Year Day 
and Leap-year Day, it ‘interrupts the 
cycle of the weeks, which is objection- 
able to some religious sects. 

The experience of concerns using 
the thirteen-period calendar shows that 
the advantages gained by having equal 
months outweigh such disadvantage 
as there may be in not having quarters 
and half-years containing a whole 
number of months. If it be remem- 
bered that the basic unit under the 
proposed new calendar is the week, 
more uniform than the present calendar 
week, it is possible under the thirteen- 
month calendar to have equal quarters 
of thirteen weeks each, and _half- 
years of twenty-six weeks each. Fur- 
thermore, business is now generally 
established on the monthly basis, and 
the quarterly report has become of 
less importance. ‘The increased book- 
keeping caused by thirteen closings a 
year instead of twelve is more than 
offset by the decreased clerical work 
resulting from no longer having to 
make adjustments to secure accurate 
comparisons, and by the general advan- 
tage of closer control of business 
operations. 

The objection with regard to changed 
anniversary dates is, of course, due to 
sentiment or conservatism. It is an 
objection which would affect only the 
Anniversary dates 


present generation. 
Because 


have been altered in the past. 
of the calendar change of 1752, when 
the British Parliament adopted the 
Gregorian leap-year cycle, the birth- 
days of George Washington and our 
American forefathers were altered 
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eleven days. Dates in history were 
for a time designated as “old style” 
and ‘‘new style,” a practice which has 
long since fallen into disuse, for suc- 
ceeding generations have found no 
need to make the distinction. 


Endorsement of the Simplified Calendar 


Universal adoption of the thirteen- 
month calendar has been endorsed in 
the United States by such bodies as: 


National Association of Cost Accountants 

American Society of Certified Public 
Accountants 

Institute of American Meat Packers 

American Pulp and Paper Association 

United Typothetae of America 

National Association of Retail Druggists 

National Confectioners’ Association 


and many other industrial associations 
and corporations; also scientific and 
educational bodies, such as_ the 
National Academy of Sciences and 
the National Research Council. 

A questionnaire relating to the Inter- 
national Fixed Calendar sent out in 
1928 by the American Management 
Association resulted in three hundred 
replies of which 90% were in favor of 
its universal adoption. Those not in 
favor were not agreed in their reasons. 

A similar referendum was conducted 
by Mr. George Eastman, prior to his 
becoming Chairman of the National 
Committee, among a thousand Ameri- 
can business and professional leaders. 
Of six hundred replies received, 93% 
of those expressing an opinion were 
in favor of the International Fixed 
Calendar. 


In a referendum conducted by the 
Chamber of Commerce of the United 
States, proposals for calendar reform 
all received strong majorities, and two 
questions relating to the participation 
of this country in an international 
conference received the two-thirds 
majority necessary to commit the 
national Chamber to the proposal, 
Approximately 3,000 votes were cast 
in this referendum. 

The League of Nations is the logical 
organization to coordinate the work 
being done in various countries toward 
the simplification of the calendar. As 
soon as the different national com- 
mittees find out the sentiment in 
their respective countries, an_ inter- 
national conference will probably be 
called by the League of Nations. The 
International Chamber of Commerce 
at its meeting in Amsterdam last 
August passed a resolution urging the 
League of Nations to call this confer- 
ence. The conference would decide 
the plan which should be adopted 
and the date on which it should take 
effect. It would then be necessary 
to have the required legislation adopted 
by the various countries. Such legis- 
lation would take care of the changes 
in dates of holidays, maturity dates of 
contracts, mortgages, bonds and so 
forth. An adjustment table with the 
corresponding dates under the old and 
the new calendars would be incorpo- 
rated in the legislative act, and it would 
not be necessary actually to change 
the dates on existing bonds and 
contracts. 
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ELECTRIFICATION OF STEAM RAILROADS 


By JOHN E 


\ILROAD transportation in this 
country has reached a degree 
of speed and efficiency that ap- 


remarkable when compared with 


litions prevailing in 1919 and 1920. 


ng the last fifteen years the rail- 
themselves to an 

development of existing 
Freight-trafiic density has in- 
d. In several substantial 
ns have been made to the multi- 
nning tracks to provide capacity 
noving the expanding tonnages 
large urban 


have devi ted 


cases 


rrit adjoining 


ries 
construction programs must 


ige conditions five, ten, twenty 


re years in the future, excess 
ty a recurrent phenomenon 
railways. Ultimate and not 


ate economies are the goal of 
improvement schemes.  Inas- 
as it is confidently expected that 
present volume traffic will 
ther augmented in the future, the 
n is preparation for 
ed trafic will be made accord- 
established methods, in the form 
or whether 
will be introduced to 
re fully the existing facilities. 


of 


whether 


7 
reased_ trackage, 


power! 


- McCALLUM 


Electric traction enjoys a wide appli- 
cation in many parts of the world. 
The tendency has been toward further 
extensions of the existing electrified 
sections of steam railroads and the 
undertaking of several new installa- 
tions. Present interest in this phase 
of railroading rests upon the magnitude 
of current projects. In the last quarter 
of 1928 a heavy-traffic American road 
announced plans for electrifying route 
and track mileage representing more 
than a 7% increase in the electrified 
mileage of this country. The time 
seems appropriate to review the prog- 
ress of electrification of steam rail- 
roads and to discover, if possible, the 
trend of new developments in this field. 


Foreign Installations and Practice 


Steam-railroad electrification has re- 
ceived more attention and study in 
Europe than elsewhere. The broader 
application of electric power to rail- 
ways of that continent be 
due to a combination of circumstances. 
installations, together 
and kind of 
for under- 
in Table I. 


seems to 
Typical early 
with location, 
traffic, the 
taking are 


mileage 
and reasons 


them given 





Taste I. Exampres or Earty European ELEctTRIFICATIONS 
Electric Route |... , . ; 
i Railwa Location , Traffic* Reasons for Electrifying 
Mileage , 
Thun Switzerland 34.80 F & P | Conserve fuel, heavy grades. 
France 11.12 g Increase facilities 
State Italy 45.20 F & P | Increase capacity, conserve fuel. 
State Italy 88 . 80 F & P | Increase capacity, tunnels, grades. 
State Austria 19.80 F & P | Water-power, tunnels, grades, economy. 
Stat Prussia 281.00 F & P | Utilize lignite. 
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These examples clearly reveal the 
nature of early European installations. 
Wherever on the Continent these con- 
ditions have been duplicated, the appli- 
cation of electricity has been carefully 
considered and in many cases adopted. 
The Spanish Northern Railways offers 
a current example of electrification to 
facilitate movement over a mountain- 
ous route. 

Since the World War, state railways 
in Norway, Sweden, Austria, Switzer- 
land and Italy have been extending 
their electrified mileage as a part of 
their national policies to save coal and 
utilize domestic water-power resources. 
In one district the German Government 
Railways are extending electrified opera- 
tions in order to utilize domestic sup- 
plies of lignite, which are unsuitable 
for combustion in steam locomotives. 
It has been characteristic of European 
railways to design and construct their 
own equipment. As applied to electri- 
fication this has meant the specializa- 
tion of apparatus to meet the peculiar 
conditions of particular routes. 

Some countries have taken definite 
steps to standardize one system of 
electrification forallfuturework. State 
ownership is seen as the guiding influence 
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in this direction. In a few cases this 
policy has been carried to the point 
of rebuilding previously constructeg 
routes to conform to the new standard 
Central European and Scandinayjap 
countries favor alternating current for 
general traffic, with direct current on 
suburban lines; elsewhere direct cy. 
rent is more popular for both types 
of traffic. While European projects 
have been designed to meet the special 
conditions of mountain grades, tunnels 
and congested suburban movement, as 
well as general traffic on long-distance 
lines, it is noteworthy that programs of 
the latter type are found only on state- 
owned systems where economy in coal 
consumption is a national policy. 

In Japan several sections of the 
Imperial Government Railways have 
been electrified. In Australia and 
South America there has been an appli- 
cation of English practice to suburban 
traffic problems. Electrical installa- 
tions in South and Central America 
are proceeding rapidly. A considerable 
mileage has been operated from the 
first by electric power. Examples of 
electrified routes outside of Europe 
and North America are listed in Table 
Il. 

















Tasce II. Typicat Evectrrirications OutsipE Europe anp Nortu AMERICA 

| | : | 
Year | Name of Railway | Location | neces Uaioe | Traffic* | Reasons for Electrifying 

| 

| | 
1913 | Imperial Government Japan 75.00 | F & P | Increase capacity, tunnels, grades. 
1916 | Bethlehem Chile Chile 15.00 F & P_ Grades, scarcity of fuel. 
1919 | Victoria Australia 143.00 S | Increase facilities, general economy. 
1921 | Paulista Brazil 83.90 F & P_ Increase capacity, grades, fuel scarcity. 
1924 | Mexico Mexico 64.00 F & P_ | Conserve fuel, grades. 
1925 | Java State Dutch East | 

Indies 31.00 | F & P | Conserve fuel, utilize water power. 

1926 | Government Union of | 

South Africa 171.00 | F & P | Increase capacity over grades. 
1928 Bombay, Baroda & 

| Central India 00 | $ | Increase capacity, improve service. 


India 3. 


' 





*P = freight; P = passenger; S = suburban. 
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exico, Chile and Peru, labor is 3. Competing equipment manufacturers 
Wherever these conditions pre- WE€Té sponsoring different power systems. 
initial and maintenance costs ll Technical as Se 
«gir ~ ss ment design were frequent. 
c transmission and distribu- 5. Data on the cost of electrified opera- 
ms are relatively low. Table tions under American conditions were 
mention of this factor. inadequate. 

Before 1913, electric traction had 
been accorded only a limited applica- 
trification has proceeded slowly tion on steam roads in the United 
United States. Economic con- §tates. These early installations were 

ns have favored the continued use largely copied from European practice. 
team power: Nevertheless, success with small domes- 
Coal is abundant and cheap. tic undertakings provided the essential 
Hydro-power has been developed background for later and more pre- 


il 


\f 


tmerican Installations and Practice 


, limited extent. : : tentious projects. 

A meri an reggie ys eis Electrified operation of the Butte, 
oe — a y Bnancia’ Anaconda & Pacific Railroad was begun 
1. Labor costs are high. in 1913. Although more of a facility 

Railway traffic is typically a heavy, than a typical railway development, 
g-haul movement. this installation represented the first 


American electrification of a_ short, 
heavy-traflic line for reasons of general 
economy. In 1915-16 and again 
in 1920, the Chicago, Milwaukee 
& St. Paul Railway proceeded with 
electrification of its mountainous route 
on a scale not previously attempted 
anywhere in the world. The Norfolk 
ne: & Western Railroad, a heavy-traffic 
ies : coal road, completed its first electrified 
1. Sources of electric power were . . - —_ 
ttered and eastiiable. section in 1917. Electric power was 
2. Initial cost of electric apparatus was applied to additional sections in 1923 
and 1925. In 1926 the Virginian Rail- 


\s may be seen from Table III, 
ther than financial were deter- 
factors in the first electrifica- 
f American steam roads. For 

iny years the application of electric 

wer to railroads of this country was 
by domestic conditions of a 
cal character, such as_ the 


Tasie III. FEarty American ELEctTRIFICATIONS 





a : . Electric . Ta 
Name of Railroad ag Traffic* Reasons for Electrifying 
Route Mileage ? _ 


New York, New Haven & Hartford 10.50 S Increase traffic by improved service. 
saltimore & Ohio 3.60 F & P | Smoke in tunnel. 

New York, New Haven & Hartford 24.00 r Increase traffic by improved service. 

Long Island 38.10 S Legislation, smoke in tunnel. 

New York Central 53.40 P Court order because of tunnel operation. 
Vennsylvania 74.60 r Increase traffic by improved service. 

lrunk 3.80 F & P | Grades, smoke in tunnel, increase capacity. 
teas N orthern 6.75 F & P | Smoke in tunnel. 

New York, New Haven & Hartford 21.60 P Legislation (New York Terminus). 





n; F = freight; P = passenger. 
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road began electrical operation of sev- 
eral mountainous sections of its route. 
Other roads, notably the New York, 
New Haven & Hartford and the New 
York Central, have extended their 
electrified mileage without encounter- 
ing any novel problems. As the most 
recently completed suburban installa- 
tion, the electrification of the Illinois 
Central Railroad at Chicago enjoys 
passing interest. In order to suggest 
the trend of American electrical under- 
takings, a closer analysis must be made 
of the special conditions which have 
confronted these railroads and of the 
results they have obtained on their 
electrified sections. 


The St. Paul Railroad 


The immediate problem faced in the 
St. Paul electrification was that of a 
line crossing numerous mountain ranges 
with grades of 2% or more and many 
tunnels. In several sections there 
are numerous 10-degree curves spaced 
close together. Heavy snow in the 
winter makes the problem of train 
movement very difficult. Tempera- 
tures as low as —60° Fahrenheit caused 
serious delays under steam operation. 
Although traffic is not heavy, it is a 
long-haul, through movement. 

In 1925 the St. Paul Railway pre- 
pared a comprehensive survey com- 
paring steam costs (estimated) and 
electric costs (actual) for 1923 operation 
of the electrified route. This report 
substantiated earlier hypotheses con- 
cerning the actual costs of electrified 
routes and the nature of the economies 
among operating charges to be secured 
under electric motive power. 

Transportation costs were substanti- 
ally reduced, notably in wages of 
engine and train crews, engine-house 
expense and emergency repair service. 
Appreciable economies were realized 


in elimination of helper service and o{ 
non-revenue ton miles occasioned b 
haulage of coal used by steam loco- 
motives. Doubling of train miles op 
the heaviest grades was made unneces. 
sary. Electric energy, purchased from 
a series of interconnected hydroelectric 
plants at favorable rates, proved to be 
much more economical than power from 
coal. The greater capacity of the 
electric locomotives made possible the 
movement of a larger volume of traffic 
at a lower cost than would have beep 
incurred had steam operation been 
continued. An even greater tonnage 
could have been handled at even lower 
costs. The report substantiated the 
well-recognized theory that traffic must 
be heavy before electrification is likely 
to yield its greatest economies. 

Because of the greater cruising range 
of electric locomotives, it was possible 
to dismantle a number of engine repair 
shops. ‘The concentration of servicing 
and repairing at a few points reduced 
the amount of these expenses. Water- 
ing tanks and coal stations were entirely 
eliminated over the electrified route. 
It was the experience of the St. Paul 
that electric locomotives could be oper- 
ated 5,000 miles before mechanical 
inspection and adjustments were neces- 
sary. Steam engines had to be 
inspected and adjusted at the end of 
each run of 200-250 miles. Electric 
locomotives of the New York, New 
Haven & Hartford Railroad undergo 
periodic inspection at the end of each 
2,500-3,000 miles. : 

One of the outstanding features oi 
the St. Paul electrification was the 
use of regenerative braking. Several 
economies were involved: 


1. Wear on brake equipment was prac 
tically eliminated. 

2. Train control on grades was much 
improved. 
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With proper dispatching, the train 
lown a grade provided part of 
wer required by the ascending train. 
For 1927 this power saving has been cal- 


16.4% of all electric energy 


Norfolk and Western Railroad 


[he problem in the Norfolk and 
Western Railroad electrification was 
f steep grades on a heavy-freight, 
mountainous route. The most diff- 
sections lie one on either side 

‘ the line’s summit at Ruth, West 
Virginia. In the last five miles on the 
ide the grade gradually increases 
m 1.5% to 2%. The descending 
ast-bound grade for 214 miles is 2.34%. 
Heavy trains require enormous power 
these sections. Electric engineers 
yned a motor which was rugged 
could maintain a _ constant 

The latter characteristic is an 

portant advantage in maintaining 
predetermined and limited train speeds 
rrespective of grades. For the most 
art the electrified section is double 
track. By suitable dispatching, a large 

of the power generated by de- 
ending trains is used to energize the 
tors of ascending trains. Regenera- 
tion has not been computed, but it is 
able to assume the saving to 

e as great as for the St. Paul. 

It is stated that estimates of in- 
reased capacity through electrification 
have been fully met. Unusually heavy 

is handled without congestion. 


The Virginian Railroad 


On the Virginian Railroad the electri- 
hed division contains several tunnels, 
trades up to 2.07% and many curves, 
the sharpest of which are 12 degrees. 

inc conditions on this road with 
to class and destination are 
great extent unique. Tonnage 


east-bound consists of coal, most of 
which originates on the western divi- 
sion. This traffic is exceptionally 
heavy. West-bound movementis made 
up largely of empties. The capacity 
of the road on east-bound traffic is 
limited by what can be carried over 
the recently electrified zone. This is 
the most difficult section of the route. 
From a transportation standpoint it 
is desirable to handle the traffic east 
in as large units as is consistent with 
safe operation. 

Under steam power, one locomotive 
and two helpers were required to 
move a train of 5,500 tons the 14 miles 
through the “bottle neck” of the sys- 
tem, and the time in transit was 
two hours or more. One electric loco- 
motive and one pusher regularly move 
trains of 6,000 tons at a uniform speed 
of 14 miles per hour throughout the 
electrified zone and negotiate this par- 
ticular section in 58 minutes. FE lectri- 
fication has increased the capacity 
of this section by 100% and has im- 
proved plant utilization of the system 
from end to end. 

During one day in 1924 a total of 
60,155 gross tons was moved over 
this section, later electrified, with Mal- 
let engines representing a total weight 
of 7,952 tons, including tenders. ‘This 
constituted a record tonnage for steam 
operation. On one day in 1925, electric 
locomotives of a total weight of 3,855 
tons moved a traffic of 56,580 gross 
tons. When totaled over a year, the 
reductions in engine-weight trailing 
load of electrics has resulted in con- 
siderable savings jin motive-power 
costs. 

Suburban Railroads 

The experience of the New York, 

New Haven & Hartford Railroad in 


adapting electricity to American rail- 
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way conditions entitles this system 
to special mention. Prior to 1907 one 
short section of line was electrified to 
provide better suburban service and, 
because of fatalities on an underground 
section, 48.5 track miles were electrified 
under civic compulsion. ‘Today more 
than 650 track miles are electrically 
operated, and over a large part of this 
zone both freight and passenger trains 
are moved by electric power. The 
present electrified route of the New 
Haven is a splendid monument to the 
courage and efforts of its early officers. 
Extensions of electric traction were so 
gradual, however, that the experience 
of this road offers no assurance of 
the profitableness of a large electrical 
project when planned for immediate 
development. 

Electrification of the terminal and 
suburban lines of the New York Central 
Railroad has closely paralleled develop- 
ments on the New Haven road. Elec- 
tric power was first introduced under 
the stress of a court injunction ordering 
removal of the smoke hazard on under- 
ground lines. From time to time the 
electrified trackage has been extended 
to cope with the steady expansion of 
trafic. Just at present the interest 
of officials of this railway centers 
in the use of oil-electric trains for 
branch-line service. 

In August, 1927, the Chicago subur- 
ban service of the Illinois Central 
Railroad had been operated electrically 
for one full calendar year. A civic 
ruling for smoke abatement had forced 
the railway to undertake the installa- 
tions. The number of local passengers 
had been declining, and prospects were 
discouraging. Service has, however, 
greatly expanded under electrified op- 
eration. The schedule has been in- 
creased from 396 to 566 trains per 
week-day without increase of trackage. 


Varying with the type of service, run. 
ning time has been shortened by 11%, 
to 28%, as a result of the more rapid 
acceleration of electric locomotives. 
In 1928 the volume of suburban trafic 
had become one third larger than im. 
mediately prior to electrification jp 
1926. Cutting the schedule time and 
eliminating the smoke nuisance have 
increased the desirability of living in 
outlying communities by bringing 
them all within closer reach of the 
central business district. 

It seems noteworthy that within 
American experience only suburban 
areas and those sections of steam 
roads presenting the greatest physical 
difficulties have been electrified. Also, 
American railroads have relied upon 
equipment manufacturers both to de- 
sign and to construct their motive- 
power units. European railways offer 
parallel problems, but conditions are 
so different that no conclusions can 
be drawn from any comparison with 
European practice. 

The early technical obstacles to 
greater progress in the application of 
electricity to American steam roads 
have been substantially modified: 


1. Power sources are more numerous and 
reliable. 

2. Equipment-manufacturing concerns 
have not adopted standardization, but 
have greatly increased the flexibility and 
reduced the maintenance cost of their 
apparatus. 

3. There seems to be room for a healthy 
development of each type of electric power. 

4. Electric equipment has become rela- 
tively less expensive and more reliable. _ 

5. Though major changes in electric- 
locomotive design may be expected in the 
future, obsolescence of current models 
should be no more rapid than for compat- 
able steam equipment. 


Electrification of the Cleveland 
terminus is proceeding rapidly. The 
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of its Philadelphia terminus and 
irbanlines. ‘TheLackawanna Rail- 
has commenced a large electrical 


Tid! 
Nn. 


w Installations: the Pennsylvania 
Railroad 


y 


In addition, there is under construc- 
at the present time the largest 
ical undertaking ever conceived 
y American railway men. ‘The pro- 
. f the Pennsylvania Railroad has 
wide-spread interest because 

plies electric power to a new 
iping of factors. Plans of the 
Pennsylvania Railroad call for electri- 
peration of all main-line track 
New York to Wilmington, and 

west from Philadelphia to meet the 
w-grade freight lines at Columbia, 
Pennsylvania. ‘Throughout the zone 
electrified, grades are moderate 

id lines are multiple tracked with 
curvature. Southern pas- 
nger trafhc moving up and down 
New York-Wilmington route is 
li Through freight from the 
astal region to the West and from the 


Inimum 


West to the Atlantic ports is heavy. 
Freight trafic has grown particularly 
avy on the main line west from Phila- 


ia. Suburban lines of this road 

ning into New York City and that 

rminus have been electrically operated 

1 number of years. Some suburban 

it of Philadelphia are electrified. 

on in commuter traffic has led 

pany to undertake construction 

n electrified underground terminus 
int. 

While electrification of the Pennsyl- 

Railroad is to cost $100,000,000, 

10% to be invested in electric 

tives will not represent a new 


charge. The electrics will 


merely replace steam equipment which 
becomes obsolete. Additions to the 
investment in property throughout the 
electrified section will be approximately 
$200,000 per mile of road, or $50,000 
per mile of track. At the present time 
the capitalization of the whole system 
is $194,000 per mile of route and 
$74,461 per mile of track. Were it 
not that the present investment per 
mile in the zone to be electrified is 
somewhat above the average for the 
system as a whole, the cost of electri- 
fication would approximate a doubling 
of the property investment per mile 
in this particular section. Since 1921, 
each annual statement of this road has 
reported an appreciable reduction in 
the operating ratio. With this figure 
at 73.8% in 1927, there was evidence 
that there would be difficulty in further 
reducing steam operating costs. 

In the expansion of tonnage on its 
eastern division the Pennsylvania saw a 
threat to continuation of the high-speed 
scheduled freight and passenger service 
unless track capacity were increased. 
That electrification would assist the 
railway toward this ideal service could 
not be denied. Of the benefits to be 
expected from electrification the more 
important were as follows: 

1. Doubling the capacity of existing 
facilities. Electrification defers for a num- 
ber of years the need to construct additional 


tracks or to enlarge terminals. 

2. An increase in the length of locomotive 
runs. 

3. Ability to increase the speed and 
the number of suburban trains. 

4. Ability to reduce the schedule time 
and increase the frequency of through 
passenger and freight trains. 

5. The greater efhiciency and lower costs 
of electrified operation of freight terminals. 


The Pennsylvania Railroad installa- 
tion is being made by sections. In 
the light of current trafic conditions 
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and despite the tremendous increase 
in property investment, it is con- 
ceivable that some immediate econ- 
omies will be realized. Nevertheless, 
it seems apparent that this electrifica- 
tion will yield significant savings only 
as trafic expands to absorb a large 
part of the capacity being created 
by the new investment. ‘Those behind 
this electrification possess broad vision 
and an indomitable confidence in the 
expansive power of American business. 


Conclusion 


Electrification as an engineering pos- 
sibility has been established for every 
type of trafic. As a commercial prop- 
osition its application is still definitely 
limited. Steam, locomotive power has 
in its favor: 


Relatively low investment cost. 
Flexibility of power distribution. 
. Experience. 

4. Avoidance of capital loss incidental 
to disposing of steam equipment. 


wn = 


From a financial standpoint certain 
limitations in the application of electric 
motive power must still be recognized: 


1. Power rates will not be low unless 
the consumption of energy is fairly uniform. 
Such a dispersion of power load is possible 
only where there is a steady movement of 
trains during all hours. 

2. Since electrification involves the ex- 
change of fixed charges for variable operat- 
ing costs, only those sections may be 
electrified where the traffic is heavy and 
where there appears to be reason for 
expecting an appreciable increase in present 
tonnages. 

3. Major electric developments of the 
past have been favored by 

(a) the relative inefficiency of steam 
engines in traversing difficult grades; 
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(b) the necessity of eliminating smoke 
in tunnels; 

(c) the availability of low-cost hydro- 
power. 

4. As a general rule where coal js cheap 
grades moderate, and additional trackage 
reasonably priced, the economies of elec. 
trification are in the future and not in the 
present operations. 


American business men will do well 
to watch the unfolding of the Penn- 
sylvania program. Today engineers 
can estimate more accurately than ever 
before the possibilities of electric power 
applied to any railway route. It js 
the opinion of one railroad president 
that increases in railway capitaliza- 
tion incidental to current improvement 
schemes find encouragement in intima- 
tions of rate regulation more favorable 
than in the past. On the outlook for 
1929, General W. W. Atterbury, Presi- 
dent of the Pennsylvania Railroad, is 
reported to have said: 


During the past year the railroads have 
also felt that they have become sufficiently 
secure, and the support of the public 
generally is so manifested through regulat- 
ing authority, that projects of expansion 
and development could be entered upon 
with more than ordinary confidence. 


If freight and passenger traffic con- 
tinues to expand throughout the coun- 
try, other American railways with 
dense traffic may find themselves faced 
with conditions approaching _ those 
which surround the latest major 
installation. The financial outcome of 
the Pennsylvania electrification is of 
national interest. Quite possibly a 
new phase of electric railroading has 
made its début. 
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INVEST 


The 
nd Investment’, ‘fis like flying a kite. 
easy enough once you get the thing 
the ground and well started.” 
There is where Dwight C. Rose in 
A Scientific Approach to Investment 
Vana gets the jump on most 
he other kite flyers who are aiming 
draw the attention of investors 
the science or the method of modern 
stment. He opens his preface with 
rush of “Shuman interest’? which 
t catches and then holds the reader’s 


ace to 


 hawhevae a book,” says Law- 
ad . i p 

/ rence Chamberlain in his pref- 
reme nt 4 


livided attention. 
He begins with a vivid discussion 
tween a successful banker and his 
phew. ‘They debate the compara- 
values of common _ stocks and 
nds as investments. But there is 
day a still more advanced group of 
or should one say the 
ngest, bankers who go one step 
ther and maintain that one no longer 
vests for income, but only for appre- 
ition of principal. This seems to 
conservative a rather wild 
Sut part of the difficulty 
from a failure to define 
rms. The two groups may attach 
ifferent meanings to the words “‘ specu- 
ion’ and “investment,” or perhaps 
€ younger group may be using the 
rds without bothering to attach to 
any definite meaning at all. 


Vi Inge©r 
silge ; 


rversion. 


> 
> 


come 
ae | 
t 
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Re i and enlarged edition, by Lawrence 
amberlain and George W. Edwards. New York: 
ry Holt and Company, 1927. 699 pp., price 
New York 


Harper & Brothers, 1928. 440 pp., 
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dollar has temporarily 


Principles of 


“MENT 


From a purely economic view-point 
Kirshman’s definition may be accept- 
able that “investment is the commit- 
ment of funds to an economic under- 
taking,” but most people do not talk 
in terms of pure economic theory. In 
the popular consciousness there remains 
a much more definite, though undefined, 
distinction between investment and 
speculation. After making due allow- 
ance for the fact that most people act 
from very mixed motives, one may 
say that in the one case the money 
is put into an enterprise with an imme- 
diate desire for income, in the other 
the primary motive is profit. If pres- 
ent stock market conditions lead the 
majority to buy securities largely for 
appreciation, that may represent a 
temporary technical position. It does 
not necessarily follow that all the old 
principles of investment have gone 
into the discard. Some day the old- 
fashioned investor may appear and 
ask for an investment of his funds 
which will enable him to live on his 
income and conserve his principal with 
the hope of gradual appreciation. 

Edgar Lawrence Smith, in his Com- 
mon Stock as Long Term Investments,’ 
published in 1924, turned the attention 
of a large part of the investing public 
to common stocks as a proper invest- 
ment. The idea in itself was not 
new. ‘Twenty years ago some of the 
largest and most conservative banking 
houses were advising the investment 
of a certain percentage of the aver- 
age client’s money in common stocks. 


8 New York: The Macmillan Company, 1924. 
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the individual to save for old age? 











general public the term 
was more or less syn- 
onymous with bonds, or at least to 
their first cousin—preferred stocks. 
The idea that common stocks repre- 
sented anything more than a specula- 
tive venture came as a genuine surprise. 
Before 1920, allowing for the fluctua- 
tions of the money market, the investor 
expected an average return of some- 
where from 4% to 6% on his invest- 
ment, according to the risk that he was 
willing to run. Nor did this seem 
an excessive return on the principal 
invested. Of course, if one bought 
common stocks one expected a much 
larger return, and the old rule that a 
common stock should not sell at more 
than ten times its earnings was pretty 
much the accepted rule of thumb. 
Today, however, the investor is asked 
to take an entirely different point of 
view. He is called upon to invest 
in common stocks which are selling 
at 30 and even 50 or 60 times their 
Allowing for the inevitable 
necessity, which every conservatively 
managed corporation must face, of 
building up and maintaining respect- 
able if not ample reserves, it is difficult 
to see how the investor can mepens to 
receive in cash more than I %or2 %on 
his money if he invests it on such a 


But to the 
“‘investments”’ 


earnings. 


basis. 

If the so called investor is not in 
any way dependent on his income 
from invested funds, he may do very 
well so long as stock-market prices are 
sure to go up. But fundamentally 
it seems as though he had lost sight 
of the notion of investment as a means 
of receiving an adequate return on 
his money and had gone over to the 
notion of speculation, the primary 
purpose of which is appreciation of 
principal. It may be that the old 


idea of investment is permanently 
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outgrown. But Mr. Rose does no} 
think so. One of his contributions jg 
his attempt to establish an adequate 
measure of investment accomplish. 
ment. Starting from the theory of 
riskless return on capital, he shows hoy 
a proper measure of results leads to the 
conclusion that most investors over. 
estimate their accomplishment. Typ. 
cal large investors like some of the 
insurance companies show a 314° 
return. This is about saaiedia = to 
the riskless return on capital, and 
rates their investment skill at zero. 

Now there are, as Mr. Rose shows. 
two points of view from which 
may approach investment. One is the 
point of view of the dollar return, 
and in this he very properly takes 
the insurance companies as a standard 
of value, for the insurance companies 
have made contracts to return s0 
many dollars in premiums and con- 
sequently are interested primarily in 
their returns from the dollar stand- 
point. But the general investor has 
an entirely different point of view. 
He is under the painful necessity of 
paying the grocer’s bill and buying 
a new suit of clothes at a constantly 
increasing dollar standard. His in- 
vested dollar, therefore, should in some 
way reflect this increasing price range 
in order that it may be able to purchase 
for him at least the same volume of 
commodities. It is here, of course, 
that the fundamental appeal for the 
purchase of common stocks is made, 
because the common stocks should 
represent an increasing money return 
on the part of the corporations as the 
dollar depreciates and the dollar income 
of the corporations becomes corres- 
pondingly larger. 

It may be that the mad scramble 
for investment securities which tend 
to fluctuate in accordance with the 


be 
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Not a.cryating dollar has temporarily 
| es far beyond any reasonable 
could be justified by 
lish. earnings. But the change of 
nt emphasis to common stocks 
i -esents a real addition to the inves- 
the ors knowledge and a corresponding 

ing of the investment field. 
reason for the rush to common 
is, of course, the tardy recogni- 
the changing value of the 
If we could have some form of 
and stal | dollar, such as Professor 
mmends in The Money Illu- 
hould have avoided the neces- 
much of this readjustment. 
swing to common stocks as 
rn, nvestments might have taken place 
idually. The advance in share 
uld have come more slowly 
t would have represented only 
sein earnings. Now we have 
a- t iditional complication of growing 
represented in a depreciating 
d- irrency. This, of course, means a 
ger apparent increase in earn- 

W. @ ings and larger paper profits. 

| tabilized dollar, however, ac- 
1g rding to some economists, is by no 
much to be desired as Pro- 


Uate f whicn 


Fisher would have us believe. 
\ ling to Mr. Foster and Mr. 
Catchings,> under a money economy 


producer, to keep in business, 

his product for more money 

n he puts out in the cost of materials 
wages. Where is this additional 

to come from, especially if 

ider the necessity which the 
poration has of building up adequate 
reserves and the urge on the part of 
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the individual to save for old age? 
It is not true, as many people imagine, 
that the authors would at this point 
conclude that savings should be abol- 
ished. Onthe contrary, their previous 
statements show the futility of such a 
course, for they have already pointed 
out that the sale price must be larger 
than the cost of production so that 
even if there were no savings there 
would be a deficit to be made up by 
some outside needs. 

This, in spite of their protestations 
to the contrary, probably means the 
ultimate depreciation of the dollar, 
which comes from an increase in the 
amount of money or credit in circula- 
tion. But the authors suggest three 
principal immediate ways for making 
up the money deficit. ‘These are: (1) 
expenditures for new, productive sup- 
plies—new buildings, machinery and 
so forth—before these come into actual 
productive use and add to the supply 
of consumers’ goods on the market; 
(2) a favorable balance of foreign 
trade which under our present condi- 
tions is financed largely by loans. 
This enables us to dispose of surplus 
goods. And since the high tariff pre- 
vents these exports from being paid 
for with imports, the supply of goods 
for sale in this country is not increased 
and the loans by which payment is 
made are one of the sources of supply 
for the necessary new money. (3) 
Government expenditures, that is, tax- 
payers’ money paid out for all sorts of 
new construction, none of which is 
presumably for productive purposes. 
Such expenditure increases the im- 
mediate supply of money without add- 
ing to the supply of commodities 
offered for sale. Presumably the au- 
thors believe that the Government 
can be of great help here through the 
regulation of these expenditures at 
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the proper time. But many books 
on unemployment have urged this 
for years. So far they seem to have 
produced no effect on the politicians’ 
desires to have government expendi- 
ture come at the time most useful for 
election purposes. 

The crucial point of the Foster 
and Catchings plan is a government 
commission which collects information 
and tells people what to do. But 
the most scientific business bureaus 
in the country are still puzzling over 
the question as to just what information 
is significant. The serious difficulty 
which faces every student of economics 
is how to interpret the information 
which is before him. The standard 
of ethics which the Christian Church 
tells us leads inevitably to happiness 
here and hereafter has been thrust 
before people’s eyes for nineteen hun- 
dred years, and only a pitifully small 
number of people follow it. Where 
is this super-committee coming from, 
of which the authors speak so compla- 
cently? And by what gift of tongues 
will they suddenly acquire the ability 
to make the average business man 
act on their suggestions? When they 
advise expansions—more construction 
and more money and advancing prices 

the business world will gladly follow. 
But when they sound the note of 
warning—contraction, decreased prof- 
its—then why will not people say, as 
in 1920, “The other fellow’s business 
may need contraction but mine is all 
right. If he contracts, so much the 
better for me.” 

What, now, is the relation of these 
ideas to investment theory? If the 
theory of Mr. Foster and Mr. Catch- 
ings is correct, then we should have the 
intelligent investor putting most of 
his money into something which rep- 
resents at least a hope of appreciation. 


HARVARD BUSINESS REVIEW 


If the volume of money must tend to 
increase just a little faster than the 
volume of consumable goods, then we 
face the inevitable advance in com- 
modity prices, and fixed investment 
will continue to have the disadvantages 
under which it has suffered during 
the last twenty years. If, on the other 
hand, we can, over a long period, have 
the fairly stabilized dollar of the past 
few years, there seems no reason why a 
bond investment is not a perfectly good 
solution for the man who asks only to 
maintain his principal and the pur- 
chasing power of his present cash 
income, and does not wish the at- 
tendant risks of more profit-making 
investments. 

It was in 1909 that Mr. Chamber- 
lain published his Principles of Bond 
Investment. At that time the science 
of investment was just beginning to 
appear above the dead level of daily 
practice. ‘The book was clear and able, 
and became almost at once the invest- 
ment Bible for bond houses, though it 
failed to enjoy the wider reading 
among the investment public to which 
its merits entitled it. Since the War 
there has been a tremendous rush 
toward investments in common stocks. 
The general impression is that bonds 
as investments have been entirely neg- 
lected. And yet it is typical of the 
change in our whole point of view 
that the new edition of Mr. Chamber- 
lain’s book published in collaboration 
with Mr. Edwards,® should contain 
many rewritten sections and _ several 
additional chapters on such subjects as 
Foreign Loans, Hydroelectric Bonds, 
and a long chapter on Industrial Bonds. 
For the investor who looks for the stab- 
ilized dollar, Mr. Chamberlain’s book 
is still a standard authority. He has 





6See note I, supra. 
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in the new edition confined 
the field in which he won 
rly reputation, and the new book, 
the old, deals only with bond 
As to what the future 

tore for bond investment, 
y very few people would dare to 


The idea of investment for fixed 


epresents the conservative view- 
Under our present state regula- 

ny large organizations such as 
rance companies and savings banks 
|most no other outlet than bonds 
rtgages for their investment 
But the new generation is 
an orientation. It wants 

w the principles on which sound 
nt may be made in common 
Probably Mr. Rose’s new book 
be, if it has not already 
most authoritative repre- 

of this modern view-point. 
duction, as was stated before, 
remarkably clever presentation 
investor’s problems from that 
His introductory chapters are 
in attempt to give the reader a 


‘cial comment. His real contribu- 


n begins with his attempt to measure 


value of investment experience. 
ting with an exceedingly interesting 
of the investment experience 


(25 of the largest fire-insurance com- 


n the United States, he shows 


little, from the investment point of 


w, they have really accomplished. 


hey have accumulated with the most 


staking skill actuarial tables for 
ling of insurance which enables 
to handle their immediate prob- 
with almost mathematical accu- 
but they appear to have been 
tly satisfied with an investment 
! which, on the whole, has 
them practically nothing more 
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than the riskless rate of return on 
capital. This probably is partly due 
to the fact that they have not had a 
skilful method of measuring their 
investment return. It is this problem 
which Mr. Rose handles with great 
judgment. But the average investor 
is even less critical in his analysis 
than the insurance company. It might 
be startling if all investors subjected 
their investment returns to this type 
of critical examination. 

Not only does the average investor 
know practically nothing of investment 
banking, but also he suffers from the 
hampering effect of certain traditional 
methods which have been handed down 
to him and which have survived in spite 
of their ineptness. One of the most 
dangerous of these is the theory that 
a security may not be sold if it shows a 
loss from the price originally paid. 
It seems probable in the last few years 
that the theory that there is no such 
thing as a permanent investment has 
really made some headway. But when 
it comes to selling a security at a loss it 
is very difficult for the average investor 
with his inherited traditions to face 
the situation. As a matter of fact, 
however, an investment represents so 
much liquidated cash—that amount 
represented by the price at which 
the security could be sold at the 
moment that it is being considered. 
“Anyone suspicious that his judg- 
ments may be warped by the orthodox 
accounting attitude toward his invest- 
ment accomplishment would do well 
to sell every security on which he has 
a heavy profit or loss; then, with his 
broker’s checks in hand, decide whether 
he will buy the stocks he has just 
sold or others.”’ 

Placed in this position, most investors 
would invest their money in other 


securities. But the investors of the 
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old school have great difficulty in 
accommodating themselves to feeling 
that a security is simply so much 
potential cash. One reason for this, 
perhaps, is the old accounting theory 
which carries securities on the books 
at the price at which they were bought. 
This hampers a proper realization of 
the actual condition of one’s invest- 
ments. One purpose of accounting, 
from the point of view of the investor, 
is to know exactly where he stands 
at the moment. The surest way to 
know is to carry securities at the price 
at which they can be sold in the 
market at the time when the accounts 
are being made up. This idea is not 
necessarily a new one, but Mr. Rose 
has made a real contribution in the 
emphasis which he has placed upon it. 

When it comes to the building up 
of a conservative investment plan, Mr. 
Rose does not depart so very far from 
the principles laid down by the older 
books on investments. He is by no 
means ready to exclude bonds from 
the list of investments. But he empha- 
sizes the advantage of investment in 
stocks, when investing to maintain 
purchasing power. Under our present 
monetary system, we are not certain of 
a stabilized dollar. Everyone knows 
that the purchasing power of the dollar 
is much less than it used to be; in 
addition, our standards of living are 
constantly going up. Inthe last analy- 
sis the question of what we require 
to live on is largely a question of the 
things in use and of the method of life 
of the particular group to which we 
happen to belong. It requires very 
little thought to see how modern 
invention has changed our whole point 
of view as to the things that we 


require. ‘Two or three years ago the 


common laborers employed by one of 
corporations of the Middle 


the large 
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West made a demand for a considerable 
increase in wages. The employment 
manager, in order to satisfy himself, 
made a study of the expenditure 
and visited a large number of families, 
asking them how their money wa; 
spent and what they considered neces. 
sary for living. It was with consider. 
able astonishment that he discovered 
that a large number of the workers 
considered taking the entire family 
to the movies anywhere from one to 
six times a week an essential part of 
the family expenditure. In 1875, the 
price level was practically the same 
as it is today. But one can readily 
see that 50 years ago the standard of 
expenditure in homes of the same 
social position was probably on an 
entirely different basis from today. 
The significance of this fact is that we 
must have more money to spend 
than formerly. The working men have 
gotten it in greatly increased wages. 
They no longer walk to work with a 
tin dinner pail. They drive in their 
own automobiles. Those whose in- 
come is in any considerable part from 
invested funds feel just the same 
urge to have and to spend. At the 
moment they may feel justified in 
spending part of their profits though 
it may be in the form of principal. 
But stock-market prices can not con- 
tinuously go up unless we enter on a 
period of definite inflation. The in- 
vestor then must face the inevitable 
fact that his expenditure is cutting 
into principal, or he must invest for 
income and live as people used tc 
live, on the income of invested funds. 

When it comes to the final question 


as to just what securities to buy, 
} 


the list daily grows larger and the 


question more complicated. Not -” 
must the investor select his individu! 


securities with superjudgment, but also 
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these from the group 
- moment on the upgrade. 
investors are still suffer- 
failure to recognize that 

cotton-manufacturing 
entering on a period of 
the other 


investor, on 
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rmous potentialities of 
rplane has reaped a reward 
greater perhaps than the 
; as yet warrant. Never- 
as properly profited from 
to look intelligently into 
to the necessity for 
\M[r. Rose, who is by pro- 
\vestment counselor, shows 
leaving the 
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it is undoubtedly a ques- 


investment banker, 


the 

the individual investor, 
as to the future trend of 
banking. Is it true, as 


very cleverly points out in 


tion, that the investment 
h is inevitably committed 
of the narrow of 
which he is personally 
nd that consequently the 
) puts himself in such hands 
accordingly? Should the 
w the swing toward the 
Can 


his 


group 


investment counsel? 

banker readjust 
eet present demands of the 
>? ‘These are questions 
must answer. 
\rTHUR V. WoopWoRTH 
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sRICULTURE 


eal has been written about 


-d condition of the Ameri- 


and as remedies 


many 


have been suggested as there are 


economists, business leaders and poli- 
This mass of literature, how- 


ticians. 

ever, contains little that is in the 
nature of a valuable contribution to 
the economics of the subject. ‘The 
five books here reviewed have been 
chosen more or less at random from 


the books on agriculture published 
in recent months. The group does 
not pretend to be a selection upon the 
The subject matter 


basis of merit. 
varies, the points of view are widely 
diverse, and the purposes of the authors 
are different. Some of the books rep- 
resent vastly more work than others, and 
differences in the quality of the work 
are readily discernible. 

A timely study has been made by 
Professor John D. Black in his book 
Agricultural Reform inthe United States. 
The volume is a soundly reasoned 
discussion of the current agricultural 
With so much careless and 
being given 


situation. 
superficial consideration 
the subject elsewhere, it gives marked 
satisfaction to read a directly relevant 
study by an outstanding scholar in 
the field. 

The book is in five principal parts: 
(1) a brief analysis of the present 
condition of agriculture, and a survey 
of efforts made to remedy the situation; 
(2) an analysis of the three kinds 
of surpluses, (a) due to overproduction 
and (b) due to weather, and (c) seasonal, 
and of their effects on prices of farm 
commodities; (3) an analysis of the 
major to raise by 
government action,—tariff, the equali- 
zation-fee plan, export debentures and 
the domestic-allotment plan—the last 
being an original suggestion by Pro- 
fessor Black; (4) a description of relief 
through individual and cooperative 


proposals prices 


1New York: McGraw-Hill Book Company, In- 


corporated, 1929. SII pp., price, $4. 
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adjustments; and (5) a brief statement 
of the changes that are needed in pro- 
duction, land utilization, transporta- 
tion, marketing, credit and taxation. 
significant conclusions are 
reached as a result of the study. 
It is shown that the distressed situation 
of the farming industry is not a fiction, 
and that there is need for a more 
vigorous program of agricultural re- 
form than has thus far been under- 
taken. ‘The agricultural people of the 
United States are not sharing as they 
should in the prosperity of the nation, 
” This is a fortunate initial 
step in Professor Black’s study, as a 
good deal of sentiment has entered the 
analysis of the farmer’s welfare. 

The next conclusion deals with 
the matter of surpluses. Supply-price 
curves for various commodities are 
presented which indicate in a vivid 
way the reaction of prices to changes 
in supply. The gross values of cotton 
and potato crops were found to decrease 
with size; of wheat crops, to increase; 
of corn and oat crops, probably, to 
decrease; and of meat products, to 
increase, but at a diminishing rate, and 
recent data indicate a tendency in the 
opposite direction. 

The conclusions reached regarding 
price raising by government action, are 
especially interesting. Professor Black 
proposes a plan to supplement the 
tariff and export debenture methods, 
which he calls the ‘‘domestic allot- 
ment”? plan. This plan, to use his 
own words, “calls for the difficult task 
of assigning quotas to townships and 
making allotments to individual pro- 
ducers, as is now done by some milk 
producers’ associations in the United 
States.”” Having reviewed the various 
price-raising methods at hand, the 
author indicates the crops best served 
import duties, for wool, 


Several 


by each: 
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sugar, flaxseed, beef, lemons and possi- 
bly dairy products; export debentures 
for pork and poultry products; domestic 
allotment, for wheat and cotton. 

Professor Black’s conclusions regard. 
ing agricultural reform are given suc. 
cinctly in the following sentences taken 
from his concluding chapter: “The 
specific reforms and _ readjustment; 
needed in agricultural production are: 
larger, family-sized farms; more use 
of power and machinery; more extep- 
sive cultivation of the poorer lands 
or their conversion to pasture or forest: 
more intensive cultivation of the better 
land in terms of capital goods, not 
labor; heavier feeding of the best 
live stock and less feeding of poor 
live stock; more specialization (less 
diversification) in the areas of general 
farming; more live stock in most of the 
areas now producing one or a few 
crops; and quicker adjustments 
fundamental changes in economic con- 
ditions, such as competition with other 
areas at home or abroad. Large-scale 
factory farming will have very little 
development; chain farming will have 
somewhat more development. The 
family-sized farm will continue to be 
the principal unit in agricultural 
production.” 

Regarding land utilization, Professor 
Black concludes that the problem \s 
one of getting land out of production, 
rather than into production. As 0 
immigration, in the long run a freer 
attitude would tend to lower the rural 
standard of living and, accordingly, 
is undesirable. Improvement of water 
ways would be of almost negligible 
benefit to agriculture immediately, but 
might help in the long run by dece® 
tralizing industry. The marketing 
farm products can be improved }) 
integration, and the cooperative orga! 
ization is best adapted to the tass 
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rm can be accomplished 
adjustment of the Federal 
and Intermediate Credit 
by eliminating the more 
aged commercial banks in 
ts. The basis of farm taxa- 
be changed from general 
the income tax. 

Black employs a style of 
that he is 
Introduc- 


which shows 
of his readers. 
iphs are given before each 
discussed, to enable the 
understand the approach 
le; transitions are carefully 
1 conclusions are clearly des- 
In some instances, however, 
n is given that the author 
writing, and his 
convincing quality of 
ments are slightly impaired 
t. The book as a whole, 
ding, is forcefully written 
utstanding contribution to 
ture on agricultural ecomonics. 
imistic view of farm relief 
by Edward Sherwood Mead and 
Ostrolenk in their book, 
Baum.2 It is a short book, 
pular style, and its purpose 
eem to be more than to pre- 


] 


rried in his 


1 the 


brief and approximate analysis of 


situation and a_ logical 
upon the apparent hope- 


{economic relief. 


heme of the book is set forth by 
the story of an average farmer 


lvania, named Harvey Baum. 
succeeded with difh- 


in making a living and in raising a 


yCars 


lisastrous. 


his 70-acre farm, the prin- 
crop of which was potatoes. 
1922 and 1923, however, 
In 1923, Mr. Baum 
enced by experts of the Penn- 
University of Pennsylvania Press, 
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<> 
Pa. 
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sylvania State College to employ sci- 
entific farming methods. His efforts 
in 1924 and in subsequent years were 
rewarded by exceptionally good crops, 
which, even with low prices in 1924 
and 1927, made his operations un- 
usually profitable. 

Mr. Baum disappears from the study 
at this point, and the case of the 
American farmer is taken up. The 
authors show the desperate plight 
of the agricultural population by item- 
izing farm operating expenses and 
comparing the total with farm reve- 
nues. In 1926, upon this basis, the 
average American farmer received $790 
for his own labor, the work of managing 


the farm, the labor of his family 
and the return on his investment. 
Harvey Baum’s remedy, scientific 


agricultural methods, when applied to 
the whole of agriculture, results in a 
paradox. Low-unit and _ high 
yields can be secured, and have been 
secured by individual farmers, but if 
such an improvement should take place 
upon a wide scale, the resulting in- 
crease in production would bring ruin- 


costs 


ously low prices. 

Hence the pessimism. 
is pinned on cooperative marketing 
organizations, which, at present, not 
being subject to restrictions against 
restraint of trade, 


Some hope 


combinations in 
might accomplish something in con- 
trolling supply. The ability of co- 
operative associations to reduce the 
volume of production, and to perform 
marketing functions more economically 
than at present, however, is questioned. 
In addition, a violent protest might be 
expected if steps were taken by co- 
operative associations to raise agricul- 
tural prices, and thus to have the city 
population stand the cost of farm relief. 
stand out in the 
by Mead and 


conclusions 
submitted 


Two 
reasoning 
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Ostrolenk: (a) the futility of so called 
farm-relief methods, and (b) the ulti- 
necessity of the painful elimina- 
tion of the surplus farm population. 
The book is chiefly with 
the former subject, as relief is a popular 
theme. Additional considerationofthe 
second conclusion would have improved 
the study. The statements, “If left 
undisturbed by legislation, the farm 
situation will work out to its inevitable 
end, the elimination of the submarginal 
farmer,” and “ about 15 years 
would be required for the transition, 

’ ,’ give an impression of funda- 
mental economic doctrine. They ring 
more true than do many of the reasons 
given for the conclusion that all efforts 
at farm relief are futile. 

Cooperation has been brought into 
the limelight of attention by the recent 
The lesson of 
fagots, identified with 
King Alfred, has been 
recited to urge farmers to organize. 
Political and economic demagogues 
have distorted the concept of what 
legitimately may be expected of co- 
operative organization of agricultural 
interests. In this situation, a scholarly 
study of the subject is conspicuous, 
and represents a valuable addition to 
economic literature. 

Kdwin G. Nourse, in his book, The 
Legal Status of Agricultural Cooperation,® 
has done an eminently worthy piece of 
work. He is an economist of recog- 
nized standing, so the study is soundly 
grounded in an intelligent understand- 
ing of the agricultural industry and of 
cooperative organization. He has con- 
ducted careful research in the law of 
the subject, with the result that the 
significant material is presented in 
non-technical and easily read language. 


mate 


occupied 


interest in farm relief. 
the bundle of 
the youth of 


* New York: The Macmillan Company, 1928. 555 
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A lawyer, in making the same study, 
might draw finer lines of differentiatio, 
in certain instances than Mr. Nourse 
has done, but it is doubtful if such , 
study would be especially useful othe; 
than to members of the legal profession. 

The author has examined the State 
and Federal statutes and the court 
decisions which bear upon his subject, 
Legislation has taken three forms: 
(a) enabling acts for the formation of 
cooperatives; (b) acts tolerating the 
monopoly characteristics of coopera- 
tives, and (c) acts dealing with the in- 
ternal operation of cooperatives. The 
court decisions have to do principally 
with the control of membershi 
with the equitable remedies of injunc- 
tion and specific performance to require 
members to deliver their crops to 
the cooperative, and with cases in 
which it is charged that a particular 
cooperative association is operating 
in restraint of trade. The specific 
statutory and common-law status ol 
agricultural cooperation, both historical 
and contemporary, is described, and 
illustrative material from statutes and 
court records is quoted freely. Thir- 
teen appendices are included, which 
contain the text of model laws and o! 
typical organization forms. 

The principal conclusions reached by 
Mr. Nourse as a result of his study 
of the legal status of agricultural 
cooperation, may be summarized 
follows: 


Agricultural cooperative associatio 
are : hana under special State ans, 
most of which are modeled after the Bin 
ham Cooperative Marketing Act, Acts o 
Kentucky, 1922. 

2. Legislation and court decisions hav 


tT. 


come to accept the contention that coope! 
ative associations in the agricultural in 
try are not in restraint of trade. 

3. The rights of cooperative associatio: 
to control their membership and to enj0} 
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relief from the withdrawal of pean relief operations and the eventual 
mbers, are recognizes. liquidation of the Grain Corporation. 
roing conclusions are deduc- Because Mr. Herbert Hoover and Mr. 
an objective historical and Julius Barnes were so prominently 
| examination of evidence and _ identified with the Food Administra- 
reflect an appreciable element tion and with the United States Grain 

hor’s opinions. In the final Corporation, the book in large measure 
f the book, however, Nourse is their business biography during the 
veral points that constitute War and immediate post-war years. 

sal of the soundness and The function of an historian is to 

of agricultural cooperative present accurate and complete records 
ns in their present legal status. of events, taking care to evaluate 
the significance of the various incidents. 


Sienificant among these is the sugges- 
t is “both inept and unneces- Commentaries of opinions are not 
cooperative institutions to essential and sometimes are undesirable 
ped as class legislation appli- although frequently they are interest- 

: This opin- ing. Surface is to be commended 

for the presentation of a wealth of 

source material, and for avoiding undue 
expression of his own reactions to the 
naterial. situations and events described. The 
lent in the history of agri- insistence that Mr. Hoover was passive 
onomics has been treated by in the negotiations fixing the price of 

M. Surface. economist for the wheat in August, 1917, which seems 

an unnecessary inclusion, may be ex- 

cusable, since Surface was writing dur- 
ing the months when Mr. Hoover was 
being considered for the presidency of 
the United States. 

It is not so easy, however, to pass 

over the fact that readers are given a 

impression that the smooth 


to agriculture.” 
ther with others, has a 

quality, having been de- 
m a scholarly examination of 


1 States Grain Corporation. His 
(he Grain Trade During the 
War,‘ is the story of the mobili- 

the grain resources of the 

States during the war years of 

17 and 1918, and during the subse- 
d of European relief. The 

an interesting chronicle as definite 
operation of the Grain Corporation 
was scarcely at all interrupted. With- 
out doubt, Mr. Hoover and Mr. Barnes 

k deals principally with the did excellent jobs, but it is unreasonable 
organization and operation to suppose that the difficulty with 

United States Grain Corporation. Mr. McAdoo of the Railroad Adminis- 
terial is taken from original tration early in 1918, the velvet-bean 
a vivid quality is present. fiasco late in 1917, and a few other 
reversals, were the only seamy incidents 


valuable contemporary record 
atic economic episode attend- 


nal emergency. 





ry chapters indicate the gen- 
1 grain situation prior to in the 
Corporation worth mentioning. Writ- 


of contemporary history seldom 


administration of the Grain 
[7 and the need for control as a 
ur entrance into the War. €rs 

ng chapters describe the Euro- escape the tendency to glorify. It is 

Thc Misendiiia Ganaeay coal, die for artists to paint heroes; historians 
should paint men. 
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In style, occasional narrations in 
Surface’s work are engrossingly inter- 
esting. This is nota consistent quality, 
however, as many events possess inferior 
dramatic possibilities. ‘The organiza- 
tion of the material is adequate, but a 
more strict adherence to chronology or 
a simpler classification of topics prob- 
ably would have added to the 
effectiveness of the work. Quotations 
from documents add to the interest and 
persuasiveness of the history. Mr. 
Surface, in summary, shows himself to 
be a versatile and thorough chronicler. 

In the field of agricultural text-books, 
Professor Fred R. Yoder, of the State 
College of Washington, has written a 
useful book called Jntroduction to 
Agricultural Economics.® It is one of 
the Crowell Social Science Series. The 
book represents elementary text ma- 
terial for an orientation course in the 
study of agriculture. Like many other 
authors engaged in academic activities, 
Professor Yoder in preparing his book 
has drawn heavily from his experience 
in giving introductory courses in agri- 
cultural economics in the three land- 
grant colleges with which he has been 
associated. 

There are two essential aspects of 
the book: (a) a description of American 
agriculture, and (b) statements of 
principles of agricultural economics. 
The usefulness of the factual material 
regarding the farm industry is aug- 
mented by the occasional inclusion 
of brief introductory historical surveys 
in the consideration of a subject, or of 
definitions and theoretical background. 
The presentation of principles, which 
tends to be an essential responsibility 
of one writing on such a subject as 
agricultural economics, is not accom- 
plished so well as the description of the 

* New York: Thomas Y. Crowell Company, 1929. 
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industry. The explanation js largely 
inherent in the subject; it is difficult tp 
formulate general principles in a socia| 
science, and a dearth of scholarly 
attention has been given the subject 
of modern agriculture. In the general 
features of his book, Professor Yode; 
has provided a good beginning for , 
thorough presentation of a factual 
description of agriculture, and he has 
pioneered a short distance in the deduc. 
tion of a body of carefully reasoned 
principles which govern the reaction; 
of economic forces in agriculture. 


Horace N. GIpert 


ADVERTISING 


Books on advertising, in the last 
two or two and a half years, have been 
appearing at certainly no diminished 
rate. Always an articulate and self- 
conscious group, advertising pro- and 
antagonists have been _ encouraged 
to greater activity by the general 
attention focused on all aspects of 
selling by the visible changes in our 
channels of distribution. 

Formerly, books on _ advertising 
were rather largely of the text variety 
Starch, Hotchkiss, Kleppner, Herrold, 
Sheldon, Hall and Wolff are typical oi 
the older, if such recent books may be 
termed older, school. Straightforward 
exposition, they move with measured 
tread over a definite field which could 
be laid out in logical plots for the 
instruction of the novice. Advertising 
was a fact, and its principles could b: 
expounded as those of any other science. 

No such unanimity of point of view 
in the books of the last thirty months 
reassures the reader. With one o 
two exceptions, the books uncer 
present inspection can be divided int 
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is, the one studying some 
r phase of the craft of advertis- 
implicit confidence in the 
of present methods of 

the other, explicitly or 
critical of the whole basis 
advertising. Probably the 
ficant aspect of these books, 

t, is the direction of the 
Tempting though 
tion is, however, it will be 
we glance briefly at a few 


point. 


itive books. 
he first of the applied books 
to mind is Dwiggins on 
\lready Dwiggins’ vast rep- 
making a legend of him. 
of the book strikes the key- 
whole study both as to point 
1 as to charm and informality 


k is a statement of one 
pinions about ways to make 
lvertising effective. Conse- 

can not be expected to 
ted methods of procedure 
xhibit model arrangements. 
method for attacking the 
advertising layout, not 
of the problem.” 

all-too-short discussion of 
layout’’—paper, 
ring, ornament and pictures 
thor comes down to 
rtising, both newspaper and 


paratus of 
cases. 


; direct advertising; position- 

including street-car cards, 
irds, billboards and signs; 
and stationery are discussed. 
lance of marginal sketches 
ts in various stages of develop- 
torce the paragraphs of the 


i add immeasurably to the 
t the book. 

Advertising, by W. A. Dwiggins. 

r & Brothers, 1928. 200 pp., price, 
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A different manner of book altogether 
is Surrey’s Layout Technique in Ad- 
vertising.2 While far from being ped- 
agogical or stodgy, Surrey makes an 
effort to tell people who do not know 
how to lay out a bit of display copy 
what steps are to be taken. A list of 
chapter headings will point at once to 
the chief merit and the major defect of 
the work: 

Layout in Relation to Media; Divi- 
sion of Space; Focus, Field and Fringe; 
Arrangement of Units; Static and Dy- 
namic Design; Twelve Variables of 
Layout; Headlines; Shaping and Plac- 
ing Illustrations; Typography; Placing 
Product or Package; Trade Names; 
Trade Marks; Trade Characters; Bor- 
ders; Ornament; Coupons; Pointing De- 
vices; Backgrounds; Type Mortises; 
Perspective; Lighting; Contrast; Sym- 
bolism; ‘Twenty-five First Principles 
(a summary). 

Without doubt here is information 
on the points that must receive at- 
tention. Yet there are only 226 pages 
of text, including 65 full 
illustration. An average of 6.7 pages 
of text is devoted to each chapter. 
One can not help but wish that Mr. 
Surrey had developed his points more 
fully. 
to be only introductions to the points 
they are intended to develop, and the 
reader leaves them with a feeling of 
frustration. 

Another book that attempts to lead 
the learner through the puzzling stage 
of apprenticeship in a specialized field 
of advertising is Lockwood’s Jndustrial 
Advertising Copy.* Inintentionand ap- 
proach, the book is sound. Industrial 


pages of 


Too frequently, chapters seem 


McGraw-Hill 


229 pp., price, 


2By Richard Surrey. New Y 
Book Company, Incorporated, 1929. 
$4. 
3 By R. B. Lockwood. New York: 
Book Company, Incorporated, 


$3. 


McGraw-Hill 


1929. 325 pp., price, 








advertising is recognized as a junior de- 
partment of the whole, but one in which 
special conditions require specialized 
consideration. ‘There would seem to be 
opportunity for a thoughtful and signifi- 
cant treatise on the specialized field. 
Unfortunately, the author allowed his 
desire to teach to overlook this oppor- 
tunity in the book. Instead of a 
specialized contribution, Mr. Lockwood 
has written an elementary introduction 
to advertising with a specialized in- 
clination only. ‘The elementary char- 
acter of the work is emphasized by 
the type of “‘Test Questions” that 
conclude each chapter; the questions 
rarely require more than the recalling 
of statements in the chapters to which 
they are appended. 

Only when Mr. Lockwood writes 
informally of his own experience, as 
he does in Chapter IV, “Finding 
Material for the Copy,” does he interest 
the seasoned reader. ‘Too frequently 
he attempts to rationalize present 
practice by a startlingly brief history 
of human accomplishment. Without 
doubt, /ndustrial Advertising Copy has 
much in it that will help the beginner. 
The critical reader will wonder, though, 
whether standard advertising texts, 
such as that of Tipper, Hotchkiss, 
Hollingworth and Parsons, have not 
made the same material available for 
the last ten years. 

A book of an entirely different sort 
is Dippy’s Advertising Production Meth- 
ods. To many executives, the me- 
chanics of advertising production form 
a terra incognita. A few books on 
printing processes have long been avail- 
able, but they have generally been 
written for the men who themselves 
do the work. Dippy’s book is a non- 

*By Albert W. Dippy. New York: McGraw-Hill 
Book Company, Incorporated, 1929. 318 pp., price, 
$4. 
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technical explanation of the Various 
processing functions and operations 
His readers will hardly be able to earn 
their keep as printers or as lithog. 
raphers on the basis of a perusal of 
the book, but they will most certainly 
be able to plan and order printing and 
illustration. 

The book takes up: Ordering Typog. 
raphy, Machine Composition, Ordering 
Electrotypes, Planning and Ordering 
Photo engraving, The Ben Day Proc. 
ess, Preparing and Ordering Printing, 
Rotogravure, Offset Lithography, The 
Silk Screen Process, Jean Berte Water. 
Color printing and other similar pointy. 
In all of the discussion, the voice 
of experience speaks. 

In addition to the descriptive chap- 
ters, mention must be given to the glos- 
sary of technical terms—an invaluable 
aid to the man whose experience with 
practical printing is limited—and to the 
final chapter, “ Hints for the Beginner,” 
in which an approach to the task of 
learning to thread one’s way through a 
maze of copper-plate electros and mono- 
type composition is suggested. Unlike 
many such chapters, this one is not 
only worth reading, but worth re- 
reading. Unless one has a thorough 
understanding of the jargon of the 
printer, and is thoroughly conver- 
sant with reproduction processes and 
their application, Advertising Produ- 
tion Methods is an essential book. 

Equally important to the business 
man, whose relation to advertising | 
that of puchaser, is the description 
of the organization and operation 0! 
the representative advertising agency 
by Keeler and Haase.' The scope 
of this book can be adequately ind 
cated by a list of chapter headings: 





5 The Advertising Agency, by Floyd Y. Keeler anc 
Albert E. Haase. New York: Harper & Brothers 
1927. 292 pp., price, $6. 
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n Of a 
. Duties of an Account Representa- 
How an Art Director Works, 


Space-Buying Department, Han- 
\dvertising in Foreign Countries, 
Financial Department, Some 
ights on the Future. 
Nominally, this study was made in 
nterests of better agency proce- 
But its most valuable service 
btedly offered to the business 
who, without being an ad- 
specialist, yet has to deal 
advertising agency. ‘There 
bly no shorter way to learn 
what the advertising agency can 
1 do for its clients than 
ig these pages and learning how 
exact this maximum service. 
ast advertising by radio is a 
lium on which there has been 
no great body of experience, 
which there is an audience of 
wn size and inclination, and for 
are apparently special 
litions. ‘The primary question the 
tive faces is not that of choosing a 
program, but of deciding 
or not to radio broad- 
for this reason such a book 
Dunlap’s Advertising by Radio® will 
service in 


there 


use 


scanned. Its 

‘ring this primary question, how- 
loubtful. Dunlap holds faith- 
the keynote he strikes in the 
ragraph of the first chapter: 
broadcasting is a growing 
gnized aid in advertising and 
New York: The Ronald 
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sales promotion. It is a full-fledged 
advertising medium. Why? Because 
it has entrée to millions of people 
sitting comfortably at home. They 
are likely to be in a receptive mood. 
There is a chance to make a friendly 
contact. Itis then that manufacturers 
have a golden opportunity to entertain 
their customers and dealers right at 
the moment when they want to be 
entertained. Some day the radio-set 
owner, feeling kindly toward the man 
or product that has added to his 
joys of life in leisure time, may re- 
ciprocate and buy what the broad- 
caster sells. ‘The retailer, aware of 
the manufacturer’s effort to establish 
good-will for his product, will stock 
the product so that he too can cash in 
on the broadcasting.” 

The argument of the book is briefly 
this: radio advertising is basically a 
means of building good-will. Direct 
selling by broadcast is likely to prove 
injurious, so the only method of cash- 
ing inimmediately on broadcast costs is 
by careful correlation with other media. 
The most effective use of the medium 
entails presentation of programs of a 
high entertainment value and gauged 
by the popular taste. 

The reader who turns to Advertising 
by Radio for an economic appraisal 
of broadcast advertising will be disap- 
pointed. What tests have been es- 
sayed have been primarily important 
as a means of judging the popularity 
of programs. Dunlap has been un- 
critical in his acceptance of the benefits 
to be derived from this indirect method 
of selling. Unintentionally, probably, 
he is too completely actuated by a 
zeal to proselyte. Overlooking this 
point, which should have been the 
basis of the study, the reader will find 
much practical program 
construction and presentation. 


advice on 


Possi- 
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bly the most valuable part of the book 
is to be found in the appendix, which 
gives a comparative table to broad- 
casting rates, the coverage to be ex- 
pected, a list of broadcast advertisers 
and of stations, and specimens of 
continuity. 

By making into a subtantial volume 
the material usually restricted to a 
chapter, Franken and Larrabee have 
made a real contribution to advertising 
literature in Packages That Sell.?’ The 
study is scholarly, judicious and thor- 
ough. After a brief explanation of 
the development of packaging and of 
the stimulation of sales as the results 
of packaging, the discussion goes to a 
treatment of each phase of packaging: 
materials, shape of package, size, color, 
design, illustration, type, copy, letter- 
ing and trade-marks are all covered. 
The statements made seem never to 
be hypothetical, but are based on tests, 
research and field work. The docu- 
mentation is excellent, so that the 
inquisitive reader has the opportunity 
of checking statements at will. 

Following the step-by-step explana- 
tion of the development of selling 
packages, the authors bring up for 
consideration the marketing aspects 
of packaging. Package inserts, com- 
bination and assortment packages and 
sampling are dealt with, not only 
from the point of view of technique 
but also with regard to their relation 
to the marketing problem. The final 
portion of the book, including a very 
helpful appendix, is devoted to a 
study of the mechanical aspects. Par- 
ticular attention could well be focused 
on the summarized treatment of prin- 
ciples of package design (pp. 78, 79), 
the list of advantages of packaged 


7,By Richard B. Franken and Carroll B. Larrabee. 
New York: Harper & Brothers, 1928. 
$5. 


302 pp., price, 


merchandise to the manufacturer, the 
middleman, the retailer and the cop. 
sumer (pp. 241-244), and the chapters 
on testing methods (pp. 136-156). 

A reading of the books mentioned 
so far would suggest to the creduloys 
reader that advertising is a true wife 
to the business Caesar—above reproach, 
Not at all! For refutation, one needs 
only to glance at Gundlach’s Old Sox 
on Trumpeting.* ‘This most diverting 
book is a cutting satire on the adver- 
tising agency sales-presentation hokum 
(a factor which some crabbed individ- 
uals solemnly aver does exist). Ip 
436 B.C. the Tauros Trumpeting 
Agency attempts to secure the account 
of Zeus-ikin Kompany, oil merchants. 
With the stage all set for a high-pres- 
sure closure, in the chambers of the 
agency itself after Zeus-ikin has been 
ushered into the presence, Old Sox, 
invited to the conference by Helen, the 
Hell-raising Hetera of Zeus-ikin, ambles 
in to ask questions. The divine 
inspiration of the advertising agency is 
challenged. Market surveys, media 
selection, type of appeal, layout, are 
considered in an environment sufi- 
ciently remote to be beyond the reach 
of prejudices applicable to modern 
conditions. 

It would be unfair to the reader 
who intends to hear out Old Sox, 
and needless for the reader who has, to 
excerpt the high spots. Nor does 
it seem necessary to warn the prospec- 
tive reader that the book is not mere 
buffoonery. True, the jibes sometimes 
have the resounding thwack of the 
slap stick. But for all its burlesque 
character it is a most earnest attack 
on charlatanism and chicanery in ad- 
vertising. Moreover, underlying the 
apparatus of satire runs a thread o! 


8 By E. T. Gundlach. 
Publishers, Incorporated, 1927. 
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intimate contact with advertising from 
the time when advertising agents were 
space brokers alone, and advertising 
budgets were reckoned in thousands 
rather than in millions of dollars. 
He gives a graphic account of an 
amazing development, enriched as it 
is with anecdotes concerning brand 
names now household words. More- 
over, the book is of interest not only 
for its account of the old days now gone, 
but because it carries through to the 
development of broadcast advertising, 
in which Dickinson sees a new field for 
his old friend, the copy writer. 

Interesting though the book is, 
the reader can not but hope that it 
is not intended as a defense of advertis- 
ing. Save in one chapter, in which the 
author unashamedly admits the ten- 
dency of advertising to raise consumer 
prices of advertised goods, the analytic 
element is subordinated. 

In one way, Hopkins’ My Life in 
Advertising'® is a curious work. Hop- 
kins has been advertised as the highest- 
paid advertising writer in America and 
is usually placed well toward the top 
of the long list of men termed deans 
of advertising. He has been essentially 
a copy writer—and a writer of copy 
which is far simpler than that which 
most others have been able to learn to 
write. Yet the philosophy of advertis- 
ing for which his biography is actually 
the vehicle, is largely that of marketing 
strategy. A product has not been sell- 
ing: Hopkins takes it over, learns all 
he can about it, and devises an induce- 
offer that introduces the 
product successfully. Copy? Media? 
Layout? They areignored. ‘But we 
told facts which no one else ever told. 
We told of beans grown on special soils. 
Any good navy beans must be grown 


ment or 
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there. We told of vine-ripened toma- 
toes, Livingstone Stone tomatoes. All 
our competitors used them. We told 
how we analyzed every lot of beans, as 
every canner must.” 

Deducible from the various episodes 
Hopkins relates, are three principles: 
plan and write advertising only after 
securing thorough knowledge of the 
product and first-hand information 
concerning users; find an inducement 
or offer that will bring the product to 
users as directly as possible; and do not 
overlook the obvious sales points 
merely because they are applicable to 
competitive products, for usually the 
customer does not know of the latter. 

The principles in application lack 
the novelty now that they had when 
Hopkins first used them. Everybody 
has attempted to follow his lead, so 
that his practices are now somewhat 
frayed by usage. Moreover, our whole 
system of distribution is more complex 
than it was when Hopkins’ ability 
was more nearly unique in the field. 
Without doubt, he was and is a con- 
summate copy writer. But the copy 
writer must have something besides 
a pellucid style; he must have a mes- 
sage. That message Hopkins has 
seemed to derive from a flair for bar- 
gaining. Possibly it would be clearer 
—and not a whit less respectful—to say 
a refined horse-trading instinct. 

But the operation of such a talent 
is an art, not a science, as Hopkins 
himself admits. Even though the 
knack can not be taught, there still 
remain the two schools at which Hop- 
kins studied—direct-mail and mail- 
order selling. My Life In Advertising 
does not bring any generalized com- 
ment to bear on the whole field of 


modern advertising. It attempts to 


show how a successful advertising man 
developed his ability, and it will help 
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the reader who wants to make of him. 
self a better advertising man. But 
the broader economic aspects of the 
subject are neglected. 

In What About Advertising," Goode 
and Powel have not analyzed adyer. 
tising from the point of view of 
the individual, but have looked a; 
the whole machine and have studied the 
road map as well, to see, if the machine 
goes, where it can go. The book js 
crammed with suggestion, penetrating 
points that cut through the clichés by 
which business men seek to avoid 
thinking about advertising. 

“Unfortunately for advertising origi- 
nality, fear of staying out is often 
more potent than faith in going in. . . 
Eliminate absolutely this element of 
personal and commercial vanity, and 
perhaps a third of your highest-priced 
advertising would gradually fade from 
sight. Require, further, every adver- 
tiser to state exactly what he expects 
to accomplish—or even hopes to accom- 
plish—through a given advertisement, 
and a good deal more would follow it. 

“When he is a definite personality 
like Marshall Field or Cyrus H. K. 
Curtis—a man who would certainly 
succeed without it—his advertising 
flourishes . . . This long-submerged 
school of pragmatists is slowly but 
surely thrusting its direct mailed fist 
through our politely polished dancing 
floor. They, too, have their axes to 
grind, their own commodities to sell. 
Neither in achievement nor ability 
do they outmeasure the better men in 
the more ambitious branches of 
advertising. But they have two tre- 
mendous advantages. They keep their 
eye on results. They prefer facts, not 
fancies.” 

11 By Kenneth M. Goode and Harford Powel, Jr. 
New York: Harper & Brothers, 1927. 399 PP-» Pritt 
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more valuable and less wasteful than 
it is. 

Considering the 
specific character of the criticisms of 
Cherington’s defense of 
surprisingly general. 


concreteness and 
advertising, 
advertising'® is 
After a good many pages of generaliza- 
tion, he sets up a-test: “‘Is it (advertis- 
ing) designed to make the final consumer 
a more competent buyer?” Evidently 
Dr. Cherington believes that modern 
advertising meets this test: ‘‘ But ad- 
vertising as a device helping mankind 
to live better in a mass-production 


defense. Jt is justified 


age needs no 
by its continued existence (italics are 
ours). We consumers will put an end 


to it when it no longer serves us well. 
We can make it unprofitable any day 
when we lose faith in it.”’ It requires 
a thorough-going optimist to follow a 
test so searching with so bland a con- 
clusion. One Cherington 
has ever compared, let us say, competi- 


wonders if 


tive cigarette advertisements. 

If we definite material 
advertising results, we have only to 
turn to Carroll Rheinstrom’s Psyching 


want on 


the Ads‘4—the faults of which book 
are suggested by its “‘jazzy”’ title. 
Rheinstrom has collected 180 adver- 


tisements, reprinted them and given 
the inquiry counts for each. In many 
cases sales figures have been included 
as well. The types of business enter- 
prise covered range from muscle-build- 
ing correspondence courses to trust- 
company service. ‘This much is excel- 
lent, and it offers the advertising writer 
an admirable field in which to study his 
craft. Unfortunately, Rheinstrom has 
felt that his factual material needed 


13 The Consumer Looks At Advertising, by 


Cherington. New York: Harper & Brothers, 1928. 
196 pp., price, $2.50. 
14 New York: Covici, Friede, 1929. 362 pp., price, 
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popularization, and has given each 
advertisement or series of advertise- 
ments a sort of tabloid introduction. 
Rheinstrom has gathered into conven- 
ient and usable form an invaluable body 
of factual material. His handling of it 
makes it seem somewhat superficial. 
It would have been much more useful 
had he left out embellishments that 
rarely seek to interpret, but that 
instead try to add “reader interest” 
to facts vitally interesting. 

Apparently unsatisfied with the fi- 
nality of his previous book, What 
About Advertising, Kenneth M. Goode! 
has brought a still trenchant pen to 
bear on what may be the fundamental 
consideration. Since advertising is a 
form of selling, its success depends 
on the salability of the merchandise it 
deals with. By means of a very 
interesting bit of historical rationaliza- 
tion, Goode shows that manufacturing 
in this country, first through necessity 
and not through habit, has been and is 
directed by the nature of available 
production facilities. A manufacturer 
finds that he can make a certain type 
of gadget with little extra expense; he 
arranges to make it, and leaves to 
advertising the herculean task of cram- 
ming it down the public throat. 

This condition Goode rightly holds 
to be unsound. His solution is this: 


‘8 How to Turn People into Gold, by Kenneth M. 
Goode. New York: Harper & Brothers, 1929. 221 
pp., price, $3.50. 
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If only those articles for which ther 
is an actual, or a plausibly potenti) 
need, are manufactured, then advertis. 
ing can become an economical mean; 
of selling. But so long as advertising 
has not only to sell goods that should be 
sold, but has as well to make up fo; 
errors in judgment on the part of those 
who direct the course of manufacture, 
it will be an expensive economy jp 
our mass-production system. (b- 
viously Goode becomes, in his more 
recent book, a bit utopian. But the 
point is of fundamental importance 
none the less. And like everything 
Goode writes, the book is well worth 
reading. 

Out of this welter of explanation, 
criticism and defense of advertising, 
can we discern any trend? Possibly 
the most significant aspect is that, with 
the exception of Professor Franken, 


every writer we have reviewed is, 
or has been, actively engaged 
advertising work. In a survey of 


advertising books by Professor Borden 
in the October, 1926, issue of this 
REVIEW, the situation was shown 
to be reversed. Academic pedagogs 
almost exclusively were writing about 
advertising. But, in the intervening 
time, advertising has come out of 
the cloister: advertising men them- 
selves are thinking and writing about 
the subject. This condition gives 
abundant promise for the future o/ 
advertising. 

Lawrence C. LocKLey 
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